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INTRODUCTOBY 8DRVET 


that country By and by, U was Italianised into t nrtct , 
frenchised into bjnke and finally anglicised into bani 
English writers even in the seventeenth century used the 
word banke as is evident trom the writings of Benbngge 
who lu 1646 mentioned ot ‘The Three Bankes of Verice 
meaning thereby the three public loans of that place 
Later on there appeared several banks in diflerSnt cities 
of Italy under tbg same circumstanceis We had the Bank 
of Milan, the Bank of Florence, the Bank of St George 
at Genoa, etc In the time of Cromwell, proposals were 
made in England also to found a bank sMCtly under the 
»ame conditions but as we shall see jnthe next chapter thev 
did not materialise before 1694, in which year the Bank of 
England was formed m a similar manner, of a company of 
persons who advanced a sum ot money to Government and 
received an annuity in exchange for it 

There is supposed to be another derivation ot'the word 
IX well According to this, it has been suggested that 
it cotaes) from the Italian word fonct meaning a bench 
or table because the money-changers kept their money 
heaped on benches and tables But Macleod, in bis book 
Theory aiut Practice of Baiiktng, ridicules the idea He says 
therein "Nevertheless, there can be no possible doub 
that this derivation is a pure delusion, for the money, 
changers, as such were never called benc/itcn lu the Middle 
Ages He also quotes several authorities in his support 
Finally, he remarks, "There is no doubt whatever that 
these learned authors are perfectly correct and the t^ue 
original meaning of a banco is a heap, or moqnd and^this 
word was metaphorically applied to signify a common fund 
or joint stock, fortued bv the contribution ot a multitude 
persons ' 

DEFlNITIOh 

In spite of the many definition-,^ ot the wora bank 
or banker, it is rather curious that none is so “atisfacto’-y 

I. Defipitiens by ecnment atflbontivs on Ihe subject — 

(I) The Word bank expresses the bos ness \vh ch consists in eftecting 
or accoont of others receipts and payments bujin^ and selling either 
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CONOLDSION 

In conclusion we may sav that the word ban! i 1 1 
was first used sometimes m the twelfth century though 
the business had been in existence in one form or the 
other even in hoary antiquities The first meaning assignee! 
to It was the creation of a joint stock fund Receiving 
of deposits and lending of money which constitutes one 
of the principal functions of a banker these days was 
developed by the goldsmiths of London later on But thev 
did not act only as intermediaries between ilepositors anil 
borrow ers, a'- they granted credit of a much larger amount 
than what they actuallv received in cash Cheque cur 
rency though introduced by the goldsmith bankers, w as 
de\ eloped by the joint btook banks of London to loun 
teractthe drawback due to the prohibition of nott-l-sue 
business to them It his since assumed sp much impor 
tunce that a definition of the word bnnh cannot he regard 
«d as satisfactory it it does not lay emphasis ©ti this form 
of currency But this is not required of its definition every 
where It is so only a« far as England and countries with 
Iritoir banking system based on that of it are concerned 
Prom this it is clear that any definition of the word hanl 
cannot be claimed to be generally applicable to the bank 
ing system of all the countries and of nil time 
TEST QUESTIONS 

1 'K'hatisthe maaninsefthc werd bank! Dots it tivnily only 
Ihe'icccivins and lending aetivitie* of the banka > 

1 do you think U the otigin Ol Ihe wotd lanVT Does U 

coincide with the begirningt <>< the bus ness of banking 7 

3 Give a deflnitionof the word bank 't^hat are the d Ificulties 
iwhich come in your way in tram ng a suitable definition > 

4 Comment on the following — 

td) A money lender is not a banker 

(h) A banker is sa intennediate party between the borrower 
and Che lender 

(c) Banking business cannot be carr ed on without a poner 
to issue notes 

(ij) The sole business of u bank is to evchange specie for 
paper and paper for specie 
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CHAPTLB It 

ENGLISH BANKING HlSTOR\ AND 
DE\ ELOPMENT 

As tho btnking sy«tem of most of tbe uountrieb of 
the v.orl<l and speciallj ot India is based on the Engli‘-h 
Banking system it is verr necessary that we must go 
through Its history and development 

LABI\ BEGINNINGS 

Iheseedof modern banking was planted in England 
b> the famous bankers of Lombardy when they settled 
in London at the place now known as Lombardy Street 
They could not temain there for long due to tbe ever 
increasing restrictions which w«,re placed on their acti- 
vities .by the successive monarchs of the country But 
as has been said by Davar' ‘ The Lombards left 
England» yet the legacy of trade including banking 
thev left behind, enriched the countrv Banking in the 
modern sense of the word began there only after 1640 
N\ hen. goldsmith* had begun receiving deposit- from the 
public due to the cwcurostanoes referred to in the 
preMous chapter They i««ue<J receipts promising to pay 
the value on demand, and utilised the deposits in various 
profitable ways The money coined at that time was of 
unequal weight and they having acuter perceptions with 
respect to the value of bullion in the coin than the public, 
naturalh melted tbe heaviest of them for export Besides, 
thej lent it out at interest, and discounted the trade 
bills of the merchants Their resources soon brought 
them a richer chenteel The Government of Cromwell and 
of later monarch- approached them for regular accommo- 
datiun The business being lucrative, force of competition 
amongst thamselve® compelled them to offer higher intere-t 
with a view to attract more and more of deposits Gra 
dually, the receipt* i*sued by them began to circulate as 

I See Law and Practice of BanIcing by 5 R D^var page 2 
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bank notes, and it was only a matter of time to i=sue them 
in convenient denominations Goldsmith bankers also kept 
pass books wiiich were copied out every day from their 
ledgers and could be occasionally called for comparison by 
the depositors who drew drafts on their basis to make 
payment to their creditors In course of time these drafts 
came to be printed for fixed amounts in blank and handed 
over to the depositors for signature and delivery to their 
creditors m payment of debt They may thus be regard^ 
a«. parents of tbe blank cheque forms and cheque-books with 
which we are so familiar these days Ihe practice followed 
by goldsmith' was gradually adopted by the rich men of 
the neighbourhood— very often the local brewers or cloth 
merchants whose names stood high on the country market 
They, however, did not encouragi the use of cheques so- 
much as that of the notes In fa,ct the London goldsmiths 
first and the London joint stock bank* afterwards laid 
greater 'tre" upon the use of the cheque* than upon that 
of the notes because of the special circumstance* under 
which they had been placed • 

iOBMATION or THE DANE OF 1 NOLAND 
A mention was made m the first chapter of the fact 
that though the proposals for the foundation of a bank 
of the Italian t}pe hid been made in England as early 
a m the davs of Cromwell, thej could not materialise 
before the lear 1694 Now we shall look to the oiroum 
stance® which made it possible at this time Fhi acce 
Sion of Wiltum III to the throm of England introduced 
the ystem of parliamentary government and control 
ov r the national finance® Tin® went a good deal forward 
to restore that confidence in the integrity of the state 
which had been lost because rf the unscrupulous deed of 
the misguided kings in the past and of which confiscation 
order issueil by Charle® I i® only an instance The 
demand of the Ministry for monos was very great and 
public opinion w a* m favour of meeting it The re ult of 
all this was that the scheme of William Patter'on for rai 
ing a loan of £1,200 000 for the state by means of a public- 
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greater sfres* upon the development of the habit of the 
use of cheque currency and this was al'O done bj the 
London Joint Stock banks when they were established 
thereafter 1833 with an esplicit prohibition of the note 
iS'ue business to them in London and an area within a 
radius of 6o miles thereof A® the means of transport and 
communication had not developed the Bank of England 
kept its office only in London upto 18 'a so that it« note* 
did not get into circulation m the country side in 'uch 
a wa\ as to compete seriouslv with the notes issued by 
the private country bankers The«e bankers therefore, 
did not lay greater stress upon the use of the chi iiu 
airrencv 

MODIHCAllON OF THE ABOVE HESTRICTION 

The act of 182b allowed the establishment of joint «tock 
banks with the privilege of note is«ue business provided 
they 1 ad no office m London or an area within a railius 
of b3 miles of it and that they did not issue tbeir notes 
in any place within this afeo This nctiiallj brought 
about the establishment of some important tanks on the 
country side 

BASK OJ ES(.LAND C0ARTE'' ACT 0> 1844 

Next we come to the Bank ot England Cliarter ket of 
1844 which is a landmark in the history and developnenl 
of English banking For so^ie-ycat^ preceding thi passing 
of this Act, the condition of the note issue ‘busines-. in 
England had caused very general dissatisfaction Crises 
after cn«es had occurred and one private bankir ifter 
another had failed with the result that public opinion had 
been aroused against what ssas supposed to discourage 
joint stock banking in the country We have just seen 
that the establi-'hnient of the joint stock banks outeik 
London and within an area of a radius of fii mile' 
thereof with the power of note issue business, and in'ide 
London and this area without this power had I een 
allowed in 1826 and 1831 r®^P«tivelj Thi« wa®, no 
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tht Commi& loner of Stamps a return of the average 
amount® of such lasnes for the 12 weeks preceding 
April 27 1844 and none was allowed in future to exceed 
this amount on an average of four weeks 

(5) If any such banker ceased to i«9U0 notes either 
due to bankruptcy or due to the violation of the alwve 
provision he could not resume the issue 

(6) In case any banker ceased to is-jue note> Bank 
ot England could increase'’ the amount 'of the '>ecuritie'' 
in the Is«ue Department to the extent of two thirds of 
such lapsed issue and issue notes against these 

(7) The Bank was to pay £'80 000 a year to the 
Government for its privilege* and exemption from stamps 
duty on its notes All profits on the issue of notes beyond 
£14 million were to go to the Government 

The effect of the provisions laid down m the abott 
Act was to ext aguish gradually the note issuing power 
of the private bankers and other ]omt stock baaks, though 
the process took a much longer time than waa expected 
even by the supporters of the measure— the last of these 
having buen lapsed ID 19^1 with the amalgamation of the 
business vof Me«srs Fox Fowler & Co with that of the 
Lloyds Bank Limited The use of cheque currency was 
developed to a ptodigiou extent 

ABSORPTIOV OF PRrVATE BAfffCEHS BV JOIiVT STO( k 
BANKS AND THEIR AMALGAMATION 

At the timo the Bank of England Charter Act was 
passed there were following clas*e* of bankets and ban>v 
carrying on banking business of one or the other type in 
the country — 

(11 Bank of Logland with it* Head Office id London 
and branche in important provincial towns 


S The average was £8 631 647 

6. The a Kounc at ffdiic ary is^ve because ol th s prov s on went on 
ircteas ng till tt reached the figuieot £ 19 750 030 in 1921 alter the lapse 
o' the note issu ng power of Inc last private banking Arm 
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(2) London goldsmiths known as the private bankers 
of London with limited power to issue notes but mostly 
encouraging the use of cheque currency. 

(31 London joint stock banks without any power of 
note-issue but encouraging the use of cheque currenc\ 
like the private bankers mentioned in (2) 

(4} Private country bankers with limited power to 
issue notes 

(5) Provincial joint stock bank* with limited power to 
issue notes like the private country bankers^mentioned 
m (41 

For sometime, all these bankers and banks existed 
together, but later on there arose between them a tendency 
towards concentration by absorption and amalgamation 
and the spread of branch banking, as is evident from the 
figures given by Jas Dick in the paper he read before thi 
Institute of Bankers These are available in Sykes Bank- 
ing and mav be tabulated here also 



























These figures are for England and Wales and exclude 
the London offices of the foreign Colonial and other over- 
seas banks but include those of the Scottish banks At 
present, there arelnot more than a dosen. of these banks m 
this part of the kingdom 

Fo’" the causes leading to this tendency we may say 
again on the authority of Sykes that London joint stock 
banks absorbed private country bankers with a view to 
have branches on the country-aide and provincial joint stock 
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banks in their turn absorbed the London private bankers 
in order to provide for offices in that town Larger joint 
stock banks amsiganiatsd amongst themselves with a i lev 
to increase their branches and eliminate competition 

Fear was expressed that these absorptions and ainal 
ganiations mav result in concentrating the monopoly of 
banking within the power of a limited number of banks, 
and that the public might suffer as a result, but there has 
been so far nothing to justify it Quite contrarj to this 
It has led to a greater uniformity of practice which h is 
m its turn resulted in sounder methods of banking and 
hence to greater security. Besides, they have, several 
times, due to their being in a comparatively small number, 
been able to attain that decisive and concerted action which 
is so very necessary to save the people from grave financial 
peril in time'- of emergency 

TCST QUESTIONS 

I Give B ih«rt descnction ol the bunneti el coldimith binkeri 
led (hem to lay treater $tie» on ehecue currency than on note 
currency ? 

3 Describe the circumstartces under which Bank oi England was 
formed How did it (et the monopoly of note issue business In London 7 

3 'O^hen and hoV was the Dank of England deprived of the 
monopoly ot lOlnt stock bankinsm London 1 

4 Under what circumstances Sank ol £n{lanJ Charter Act of feii 
was passed > State its principal clauses and their ellects 

5 Vt'hat ditlerent classes ot banks and bankers were in existence irt 
England at the lime ol the passin® of the Bank Act ol IS4» ? How did thei 
tare later on ’ 


CHAPTER HI 
KINDS OF BANKS 

The modern tendency toward*! specwhsation in even 
department of economic life has manifested itself in bank 
ing bu«ines«! ahoJ and we have got different kinds of bank', 
each 'orving a uefinite economic ond f But it does not 
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received from jts customer; on them From the above 
IS quite obvious that it can grant credit several time‘ 
larger than its actual caslj holdings / What should, lioiy 
ever, be the percentage of actual cash holdings to the credit 
IS a question whose answer surely cannot be given ir 
very definite words It depends upon the nature of the 
community that the bank serves, and that of its invest 
ments In certain cases, it varies also with a variation in 
the season Moreover, it may change over a long period of 
years due to the changes in the banking habits of the popu- 
lation 'Nevertheless every bank manager has in his 
mind a eye a conventional percentage which it is hjs endeav- 
our to maintain, knowing that every reduotioa below tJiat 
percentage reduces his margin of safety, and every oxcebs 
above reduces his profits ' A conimorexal bank, over and 
above the kind of business specified so far, also performs 
many functions which will be discussed later on The 
only thing that need be mentioned here is that the spheres 
of business of this kind of bank are not the same every- 
where This may he said of their methods of operation as 
well Whi»o Knghsh banks and specially London banks do 
not undertake invesuiient business, German and French 
bank' do undertake It The termer also Jay greater stress 
upon the u«e of cheques while the latter do not 

CENTRAL BANKS ' 

Before the commencement of this century there had been 
no clearlv defined concept of the central banks though a 
gradual evolution had been taking place in various coun- 
tries over a long period of years The temperament and 
discretion of individ lal management ha I till then played 
the principal part in the decisions and operations of each 
one of them In many of the older countries, one bank 
had come to assume more and more importance owing to 
its acquisition of specially the sole or principal right of 
note issue and condactiag> the banking operations ot the 
Government The first name given to them was not 
centril banks but banks of issue or national banks. 
In due course, they acquired other functions and" 
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INDUSTRIAL BANKb 

I Industrial oanks finance and aid the industries other 
than agriculture Commercial banks by nature of their 
liabilities cannot ^aLe up this business ^ Besides they lack 
in specialised staff Indu'^trial baak*! oa the other haiid% 
receive funds for long terns and keep an expert stat 
who«e business is to understand the intricacie'^ of the 
industries they may be called upon to come in contact 
with They vary often exercise effective control over tho 
industrial companies financed bs them by having the r 
renreaen tati ves included in tnetr d irectorates THe first 
thing mat an industrial oank does wE^^an industrial 
concern approaches it for recommendiag its issue of shares 
or debentures or for direct financial aid is to investigate 
fully into and analyse the soundness of the issue, the 
business of the concern and the prospects of the scheme 
Sometimes when the whole amount of the share capital 
offered for subscription or the mmimuni subscription as 
fixed in the Memoranda n of ociation is not taken up 
by the public within the prescribed time, it comes to the 
rescue by taking up the residue upon its own shoulder',’ 
In fact, all new issues are underwritten by one or more of 
theve banks from its very inception They also become 
advisors to their customers and assist them in selecting 
the best type of investments On the other band, they 
free the industrialists from a vetv different task, namely, 
'hat of raising its funds Truly speaking they, on 

r ecount of their being specialists in this work, have the 
dvantage of possessing a greater skill in advertising and 
»'ile=manship of shares and debenture" than mo«t of the 
industrialists They are financing educators and by scores 
of means crea te investment ha bi ts in the p eople of a 
country jiae" industrial development of countries lift.e , 
Germany the USA and Japan has been brought about 
by these institution* 


~ Greatest ptobUms of bankensot^aouation and conttol have 
CT account of the eonfus on of inveclment and commercial bperafio 
H C Mofilloit 
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legislation have to be coraphed %Tith before they can be 
transferred The Becurities created out of them by land 
mortgage banks being easily marketable the difficulty 
IS removed The Credit Fonceir of France which was 
founded m 1852 and is said to be * the mother of all 
mortgage banks, along with maiiy such institutions in 
Germany, Spain, Austria Hungary and Japan is a 
thriving institution The Agricultural Mortgage Cor- 
poration started recently has been doing svell in England 
In our own country, the number of such banks has been 
going up but the speed has not been, considerable In a 
country which is predominantly agricultural and the 
agriculture of which is the most backward the need for 
such institutions IS very pressing • 

Co oppratxm Btink$ are the _ concerns of the agcicul 
turists themselves The task o} supplying shoxt'^rm 
credit to the scattered farmers in snoall amounts is so risky 
that no modern bank can undertake it No doubt there is 
the money lender who, because of bi« local influence and 
close contact with them is best fitted for performing this 
job but his terms are so usurious that he has been regarded 
more of a Moan shark than of a helping hand In fact, 
this Is bound to be so because of the risk attendant to a 
business which is unsecured m Mo For long term credit, 
the peasants have the securita of land to offer but for 
short term there is nothing left with them except the 
plough oxen and hut Under the circumstances they have 
to depend upon their own skives and take refuge m co- 
operation, the idea of which is said to have originated m 
modern tunes in Germany during last century The 
Iitiibie condition of the agnculturists of that country 
made a deep impression upon Raiflesin who tried to 
improve the matters by starting co operative societies which 
are the associations of the borrowers themselves form^ 
voluntanly with the purposes of raising funds for meeting 
their Miort term requirements ** Pooling their joint re 
sources and on the strength ot unlimited personal liability, 
the\ borrow loans in the money market which they distri- 
bute to the members for proluctive purposes- at a low 
rat ot interest Loans are usuallv repaid ^ monthly 
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instalment*! and are secured bypromis«ory notes of mEm 
bers which with two or more endoT'cments of co men1be^^ 
form the basis of their loans The system has bem 
rightly termed the ‘ Capitalisation of honesty Personal 
security is converted into marketable collateral for loans 
on a great scale Be ides meeting the need for short-term 
agricultural finance they have aho proved to ne useful 
in various other ways They develop among the members 
the idea of self help promote thrift, and train them 
in the art of self-government 

SA\1NG3 BANKS 

Savings banks are not banks in the real sen‘-e of the 
word They are only thrift nramotmg c ot cerns with an 
object to collect and keep in safetv the small swings of 
the poor"'ana middle clirss people The deposits flo ving 
from tbeir cu tomera oxcecd m normal times po- ible 
withdrawals, and this fact docs not require their asset** 
to be kept in liquid form Nor is then anv necessiti of 
making only short-term loans bj thorn like the commercial 
banks Their choice m making these !«, howeior, limited 
and, m certain cases bv law, to the best in I safi st 
securities Rules governing operations diffir m difierent 
countries, but usirally every body i« allowed to deposit 
his money and given a pass book in which there is a copy 
of the customers account m the bankers ledger With- 
drawals may be made i,eneraUy once a week and notice 
IS sometimes needed for withdrawing monej beyond a 
certain amount Overdraft can never bo granted and 
there must remain always a credit balance in the account 
There are different kinds of savings banks m the United 
States of America In England, post office does this m ork 
In our own country also, this is the case, though over 
and above it our commercial banks too haven saiings 
bank branch attached to them 

PRIVATE BANKS 

NVhil^ different kinds of banka described atiove are 
banks runmn modern lines there are some private bankers 
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the same line*’ as by the banks but at a slightly higher 
rate of interest, and the borrowing from the commercial 
banks in the form of weekly loans or sometimes even 
what IS* known as ‘Night money' They Also act as bill 
brokers between bill-holders and commercial banks These 
are, however, a few instances We have got all over the 
world numerous agencies carrying on one or the other 
banking business 


TEST QUESTIONS 

1 Show that iD«eialis&fion has been carried on in bankins at>o hut 
not to the fullest extent 

2 What are the drtferenfcla *<« of bwlrswe generaflycoiieacfosj ? 
Give a short description o< some of them 


tHAPTEN IV 

FUNCTIONS AND SI RVICP.S OF A 
COMMERCIAL BANK 

Oonimeroial bankmg, as we have seen, grew out of 
the need for a safe place ol dcpisU when the people of 
London entrusted their savings to i he goldsmiths It did 
not take much time for them to realise that the business 
oould be made profitnbU 1»s rc lending what wai received, 
provided It could be returned before it was required Gra 
dually, they learnt tliat the daily payment® wore more 
than counter balanced b> the daily receipts, and hence 
there was no necessity of this stipulation Of course, 
they had to depenrl on their ovn judgment in granting 
ortdit, and took proper ••flcurity for '■uch loans, hut some- 
times they had to come to grief and the repudiation of his 
obligation by King Charles IT, whom they had made large 
advances is one of the earliest instanoos of this From the 
above, it is obvious that borrowing and lending constitute^ 
banking busints^ and these are the t vo functions of 
thi type of bank we propose to take into consideration 
There are a few other miscellaneous service® as well which 
are now rendered by these banks 
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All the e function'! and "emces can be grouped under 
the following heads — 

(1) Recemng of deposit's 
(■*) Lending of mooev 
(3) Agency 'ervice^ 

(4 Mi'celianeous «erTice 

The first two are 'ometime^ known a pniuarT 
function the third secondary and the fourth con'ingeni 

RhCEIVlNG OF DEPOSITS 

Depo it are received under different bead of ac 
counts the mo't important of which is thp current account 
Qther« being the fired deposit account the «aving oaois 
account the home ''afe account etc The fir-t depo'sit 
received were however, under fixed deposit account but 
tl e gold tnith* found by experience that thev could take 
depTit^“ti ifhdrawable not at a fivt^^future cate bu at 
am time atlHe wiUTSTTh^ffepcSitor witF o^nffdence that 
if such deposits wete on a large scale a •'uffiCTent propot 
tion of tnem wouM aiwaT« be left untouched for a certain 
period to enable the hol'^er to lend up to something like 
that proportion This became the foundation of the carrent 
account or which the depo itor cou d draw at wiJl One 
thing wa« further needed the invention of the che(lue^ 
bv hich the drawing on the current account v.a= facili 
tated hen the cheque had come into genera! acceptance 
a a negotiate instrument which could be pa ed from band 
to hand the “ystera of deposit banking was established and 
has gone forward with steady development upto tho present 
dav It i« essentially a London invention ^enerallv no 
li t cres t j« a lowed on current deposits and in “cme ca'e« 
the customer i required to leave a mmimum balance un 
drawn with the bank In London it is the general cnstoro- 
no to allow anv interest on current accounts The bank 
tyvt u Services in keepirg the account in consideration. 
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of having the use tor nothing of a certain ‘free balance 
The amount of this is fixed roughly at a sum the interest 
on which will cover about the cost of the account , ami this 
again is roughly estimated on the number of cheques pa'>-0d 
through it in the course of the year as indicated by the 
number of pages in the ledger taken by the account If a 
free balance is not kept sufficient to provide m lnle^e^t 
the cost of keeping the account, the banker w ill naturallv 
require to be remunerated by charging a commission on 
I the turnover of the account** This commission is somt 
times fixed and is a six-monthly charge as i> the custom 
with some of the banks in our own country They call it 
incidental charqe^. But there are some banks which allow 
interest on deposits m current accounts What to ®ay of 
banks in other towns of England, theie are some 'Uch 
banks in London too In this country also there are 1 1 in\ 
’mill institutions which resort to this practice 

Deposits made under fixed devo^it atcount ciiinot 
he withdraw 11 before the exp'ry of the period for wh ch 
they are deposited or without giving a due notice of witli 
drawal They are aUo known as ’ Time ' deposits whicli 
term is more commonly used by Amer-cans They are 
attracted by the payment of Interest which s® usually 
higner for longer period® “A very common period of 
deposit for London and the Home countries is 'seven day*’ 
notice’, I e , the monev is deposited on the understanding 
that jt can be withdrawn by giving ‘seven days notice , 
but It IS also a usual condition that it shall remain at 
least a month on deposit before notice expires Tht rate 
for Seven days money is usually called the Lank deposit 
rate ® In India, they are received for three months, six 
months nine months and a year Some of the bank® 
receive it for more than a year as well but this practice 
IS very rare 

Time deposits and current account deposit* uWo 
become interchangeable now and then When trade 
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slackens the current account deposits uecone fised 
account deposits and vice vers i bound banlinK requires 
that most of the deposits should be current acco ant 
deposit® Eminent bankers have so often t-ondemned the 
idea of receiving deposits for fixed terms and on interest 
ba®i® ^ Commercial banks are meant to do busmes with 
commercial class of people who ought no to keep surplus 
money to be deposited m fixed deposit *accou its They 
should have with them onlv what is known as floating 
ca h or current capital and this they must keep in 
current accounts Receiving of deposits for fixed ter u 
I® a business of the investment bancLS and there should not 
be any overlapoing But m a country like India where 
mve tmenfbanks are conspicuous by their absence there 
«eem® to be no hatm if commercial banks take up to this 
business 

Receipt of deposits m savings bank accounts has also 
become the feature of commercial banks in some countries 
art! specially in India Deposits received on these accounts 
for u u considerably larger fcactiou of total deposits tnese 
dai as compared to that before the Great European War 
of 1914— 1* Their sole am is to promote thrift amoHo the 
loi er income class people This also not a business 
suitable to commercial banks but they have been doing 
It and its importance has increased «o much that we ^nnot 
Ignore its study though we may not go in ^ much 
details The balance of a savings bank account is 
not allowed to go beyond a certain maximum The 
account can be opened by anybody on his own be 
ha t on behalf of any minor relative or on behalf 
0 * any minor of whom he is the guardian etc Though 
money can be deposited in this account as often as the 
depositor svishes it cannot be withdrawn more than once 
or twice a week Some banki have begun to allow the use 
of cheques to their savings bank depositors In certain, 
case , they aI®o require a balance to be maintained m 
exchange for taking advantage of this facilitv Interest 
1 ® allowed on the minimum balance between the clo®e of 
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tijo 5th day and the end a month Sometimes notice is 
needed when sums over a fixed amount are required to be 
withdrawn 

Home safe account is. ahm to savings bank account 
It was introduced hj the authorities of the Central Bank 
of India for the purpose ot promoting tbrih amongst 
children Wheij this account is 'opened, the customer 
IS supplied with a safe by the bank which he takes to his 
home and in which he places tuoney from time to time 
The safe is period/cally taken to the bank to bo opened, 
and the contents are then credited to the customer’s 
account Interest is allowed on the minimum balance of 
this account also as in the case of a savings bank account < 

Deposits are received m various bthei accounts as 
well Private accounts arc oieant to defray expenses of 
purely personal or private character Special accounts for 
special purpose namwl there ifter can also be opened witli 
banks. A. recent example of such an account }<. marriage 
account meant to deposit money for performing marriage 
.ceremony. 


NATUUL or PEPOSUS 

There are various ways in which bank deposits 
arise Customers, may deposit actual cash or theymaj 
deposit rights to receive cash These may b® m the 
form of cheques, bil's, promissory notes owing to them, 
etc What the banker does in these cases is that he 
collects them and credits the customer & account with 
the proceeds DopoVits may also ari'-o out of loans 
granted by the bank or through the prooebs of discount- 
ing customers, bills In this case, they are known as 
‘created deposits' and in actual practice the amount of such 
deposits IS much greater than that of the deposiis received 
in hard cash or in the form of tights to receive cash It 
IS wrong therefore, to think that the amount of deposits 
which appears irt the bank balance sheet is po much amount 
of cash itpcleod observes lu this connection ‘ These 
igures do not show the quantity of cash at the command 
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of the banks to trade with but they show the quantity of 
business they have done and liabilities they have created. 
These apparent deposits, then, which co many writers think 
are cash are nothing but the credit the baak^^ have created 
m exchange for the cash and bills voicn figure on tae other 
^ide of the balance •sheet as a^^sets What actually happeu- 
when a customer i« temporarily short ot funds that he ap- 
proaches the canker tor a Joan, overdraft ca^h credit or dj- 
CDUiiUng of bi In a 1 the® e case®, the latter, however, 
knows that the monei is not r<«ia4ted for hoarding 1 1 
desired for making jjayments He, therefore, grants accom 
modation usually on the understanding that actual cash wnll 
not he immediately withdrawn, but the borrower «hall 
draw cheques upon cun whenever he waats to make the 
patment This right to draw cheques is also common 
to cash deposits Bence, we may ->ay rhat i*^ may be created 
either by the customer o' the b-nker Xt is crea*ed by the 
customer when he deposits actual C3«h, and it is creatvu 
by the banker when he giants loans But the bankers 
power to create deposits IS lunited by the ca'h te<'erve that 
be holds We may, therefore, repeat what J M Keyne® 
said that loans are the children of deposits and deposits are 
the children of loans But tbi> is not thoroughly under 
stood by many, and hence the*behef that 'credit i« the mere 
creation of the bank clerks peo, and that but for the 
malevolence of the wicked banker enough of it could be 
created to remove poverty and banish toil from the world” * 
They do not seem to imagine ' why the banker should he 
“o concerned to reduc® the volume of the material in 
which he trade and from which he earns his Imns’ " 
if he has the power thev think he ha-^ 

LE>Dnc. OF MONET 

It has already been observed that a banker doe* not 
usually lend bard C3«h. AIo®i of the borrowings of the 
customers consist of th*' rights to draw cheque* They 

5 N^alterleal Banking p 1*1 
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perfect banking security should combina ultimate safety, 
a certainty of payment on a specified and not a distant 
date, a capability of being converted into money in case 
of unexpected emergency and a freedom from liability of 
depreciation*' Sometimes only the personal security of 
the borrower, or eWe a. }oinl ptomissory note or a two 
names paper is also accepted In the case of loans and 
advance® interest i' charged on the full amount 

An oTerdraft lb. the result of a previous arrangement 
with the bank manager To obtain it a customer calK on 
or writes to him He al®o settles the amount by which he 
\M®hes to overdraw his account The period for which the 
accommodation is granted is also settled from the begmmng. 
The bank, then, honour-, cheques against it for approxi' 
mateiy that amount. The difference between an overdraft 
and 1 loan is that while in the tormet case, the customer 
pays interest on the daily balance standing to his debit, in 
tbo latter case he pays it on the sum standml; to the debit 
of h's loan account This should mean that an overdraft 
15 more favourable to the customer, but tbe bankers 
counterbalance it generally by charging a higher rhte of 
interest on overdrafts than on loans It may also be 
secured or unsecured lust like tbe loans 

The system of granting cash credits is very popular 
in Scotland where it was first introduced H D Macleod 
attributes the prosperity of that country to this system 
He savs, ‘ Cash credit is to Scotland what the river Nile is 
to Egypt, a fertiliser ” L Levi says, "The Scottish banks 
have raised many a penniless strugglar to a position of 
competence, nay, of absolute eminence, by their system of 
granting cash credits to any individual able to offer a 
satisfactory security, even if it be no more than the 
guarantee of two respectable house-holders ’ In our own 
country the most common and popular method of making 
advances by the commercial banks is that of granting cash 
credits. But they ate never based on personal security. 
Cash credits, here, are based on the promissory note of the 
borrower backed by collaterals like shares, stocks, bonds or 
goods like cotton, jute, nee, etc If tbe goods are left in 
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the po‘'«esaion of the bank m its godowns, advances, are 
made on their deliveries and mce versa A fair margin is 
kept The borrov/er is required to pay interest only on the 
amount of credit availed by him in the case of an overdraft. 
The only difference between the two is that while in the 
former case a new account which may be called an inverse 
current account is opened in the name of the cu'stomer, m 
the latter case, his current account is allowed to be over- 
drawn temporarily 

Money can also be borrowed by discounting bills of 
exchange Present day commerce is built upon credit. 
Cash transactions are only confined to the retail type of 
business A great number of transactions belonging to the 
circle of industries is done on the basis of credit The 
producer sells raw material to the manufacturer, the 
manutacturer finished goods to the wholesaler, the whole 
Baler to the retailer, and the retailer to the consumer on 
credit basis • It thus extends from one to another and we 
may say without any fear of contradiction that the i ntire 
industrial world of today is knitted up with a chain made 
up of credit Without its existence m it*- most elaborate 
form, the modern large scale production would have never 
been possible Credit has accelerated the speed of the 
machinery of commerce What actually is done a hen a 
credit transaction takes place is that the seller draws a bill 
of exchange upon the purchaser requiring him to paj the 
an ount mentioned therein, after the lapse of the period of 
credit allowed This method of payment is very convenient 
First of all, the use of a bill of exchange docs away with 
the necessity of the use of coins or notes, it being generally 
discharged through a bank Secondly, a bill of exchange 
fixes the date of payment and is a legal evidence of a debt 
which can be realised through a court of law If at the 
time of its maturity, the drawee fails to honour it he cannot 
deny the debt , the transaction wlich gave rise to the bill 
is not considered but the bill itself is regarded to be a p imo 
/acia evidence of the debt Thirdly, it can bo tran'^ferred 
by the holder in settlement of his own debt Finally, it 
enable® the holder to obtain the cash before maturity by 
being discounted at a bank at any time after an is«ue , and 
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this is a very important advantage which a bill provides 
to businessmen who carry on their business on credit but 
need ready money from time to tune 

Discounting bi)ls is the most important form in which 
a bank lends without any collateral security The personal 
security of the acceptor and the drawer is the only security 
which the bank has in this case Sometimes, bills are 
first of all discounted with a discouiftmg house or bill 
broker who in his turn discounts them with a bank In 
such a case, there is an additional security There are 
special firms and persons* doing this business in London 
In India aUo, many bills are discounted through shroffs or 
indigenous banker® I he discounting bank deducts a 
certain rate of intere'it from the face value of the bill 
and credits the amount to the hblder who may draw cheque-' 
to tnat extent It, then keeps the same till maturity and 
oo'lects it from drawees bank Every acceptor, as a rule 
has to instruct his bank where the acceptance is geneiallj 
made payable, to honour it and debit him with the amount 

Bill discounting provides a banker with an ideal form 
of investment for the following reasons 

11) The amount payable by the acceptor is fined, and 
IS not subject to any alteration .while in the case of other 
form's of investments, the value of the security concerned 
ma> change and very often fall resulting in a loss to the 
bank 

12) The payment of a bill on due date is regarded a® 
u matter of honour, and hence there is a certainty of it 

(3) 4, bank manager can so arrange his bill portfolio 
as to ensure a continuous supply of money by discounting 
bilU maturing successively. This is possible only because 
tlie employment of funds in it is for a definite period 

(4) A central bank is always prepared to rediscount 
the bills of the commercial banks provided they conform 
to the standard laid down by it at what is know na*: the 
BunK Rate 

(5) The discount being deducted in advance and on 
the face amount of the bill and not on the amount advanced* 
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if the rates of discount and interest chargeable are the 
same, the yield prOTided is higher in this case, and the 
banker can make an earlier use of the charge or charges, 
than in the case of other forms of lending or interest charge 
or charges on them 

But this business, ij carelessly handled, is also fraught 
with dangers specially because there are many cjas'-es of 
bills— genuine andfcion genuine Audit is next to impo «ible 
to distinguish the one from the other A genuine bill of 
exchange arises out of a trade transaction, and can, there' 
fore, be cashed on maturity by the sale of goods on which 
it IS based But a non genuine bill of exchange being base<l 
only on the credit of the parties, its encashment on 
maturity is doubtful Sometimes, a bill of exchange is 
accepted merely for the purpose of obliging a business friend 
ivhogets it discounted with a f/ank and thus obtain* funds 
for the time being The drawer undertakes to remit the 
faee*7alue of the bill to the acceptor before matuntr, 
and in case there is a default it is possible that it may 
not be honour^ on presentment As Hau o&S‘>r7e«, 
“If too many kite bills or finance bills are created and 
di«counteJ there is the possibility that the expectations of 
the drawers and drawee^ might not be realised in which 
case they might be uaab'e«to pay back the sum and the 
hanker would be a loser. These bills are based on credit 
and an improper u«e of credit is at any time possible ’* 
Accommodation bills are af'^o known as kite bills The terra 
finance bills, on the other hand, is used for anticipatory 
bills These are drawn not on the basis of real produce 
in existence, hut m antiapation of that produce They 
are very common in America and arc meant to finance 
the agricultuTi't to enable him to meet his current outlay 
They too, are not saf for a canker to accept because the 
prope'ty of a crop is of a doubtful nature after all 

AGENCY SERVICES 

Bankers al'o act as agents of their customers m van 
ous ways The. collect and p,.y their cheque*-, culls, 
proaii'sory note*:, coupons, dividend warrants, subscriptions, 
rents, income tax, insurance p-emia and o^hcr penoiical 
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receipt* and payments They paichase and sell their 
behalf shares, stock®, debentures and bond®, etc, on the 
stock exchange-, and other valuables in other market® 
They also act a® admimstrators, trustees ex^ntors and 
attorneys, etc In short, they can be made to do anything 
on behalf of their customers provided they a^® for 

their services In ®ome ca®e®, even this payrncnt is not 
nece®®ary The services mentioned above are more than 
often performed gratis with a view to attract deposit- 
from the public There are, however, certain important 
reeponsibihtie® placedon them when they act in capacity 

iriSCELLANEOOS SERVICES 

Under miscellaneous ®amces may be mcluded a num- 
ber of functions performed by the banker® They receive 
their customers’ valuable®, ornaments and jewels, docu 
ments and deeds, etc , for safe custody TheV act 
as their referee Whenever anybody want* to knou 
about the financial position of a business concsni, be i® 
rei erred to hanVet, "who 'upphe^ him witki 
information® They al-o make coaBdentiaf enquines 
about the credit of a prospective buyer so as to enable 
then customer® to enter into important bustn®®* deal- 
ing- with him They issue letters of credit of various 
kinds and bank drafts to their customers, thu® making 
money available to them in the places it i® required . 
and bring about its transference between different towns 
and countries The more important function t>f a banker, 
however, con®ist® in his coming of moral virtues ‘An 
efficient banking system, on the other hand> improves 
the tone of credit and the busine®- morality of society 
to ®ucli an extent that banks are termed the comers of 
probity, reliability, hoae®ty, integrity and abdity Such 
virtues as honesty, good faith, the encourageruet^t «ound 
principles and practice that engrain into the character of 
a nation and the sanctity of implied contracts are better 
impressed under a highly complex credit 6y®tem than in the 
®imple monetary systenu"'* 

7 El*m4ntary Banking by 
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TEST QUESTIONS 

f Give a brief descnplloi of the fundiofls of a commerciil bank 

2 Vhaferefbe different daises of aceounfi in which depofii^ are 
received by a bank 7 Give important charactensttcs ot each 

3 Vhat are the dtftereni ways in which bank drposits arise 7 State 

hew far they provide a source of strenstb lo a banker ^ 

4 Cotnmeni on the statement Credit is the mete creation of the 
bank clerk s pen 

5 KeyPes says Loans are (he children of deposits and deposits are 
tbe children of loans How far do you a^ree with hint 1 

6 What do you sayol Lord Oversione’s statement regard ng a bank ^ 
fending operations fit it is my own brain and other people s money' 

7 Give a short description ot the various forms which a bank loan 
nay take Why is it that discounting bus ness is so popular with bankers 7 


CHAPTER V 

BANKING OPERATIONS OF A COMMERCIAL B^NK 

Banking operations of a commercia] bank may be 
studied under four heads vtz 

(1) How a bank get^ its working capital 

(2) How It employs its working capital -* 

(3) How It earns prohts and 

(4) how It distributes profits 

HOW A BANK GETS ITS WORKlbCt CAPITAL 

There are various ways m which a bank get? its 
working capital First of all like other institutione it 
/jssue^. shares The promoters of a hank decide the amount 
"of capital with which it is to be registered The aggregate 
capital is split up into a number of equal units of round 
sums, each being called a share These are, then, offered 
to the public for subscription Sometimes all the shares 
are not issued at the commencement, quite a large number 
of them being retained for a future issue All the shares 
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issued may also not be subscribed to by the public 
In case the minimum number as laid down in the pros- 
pectus IS not applied for within, a given time, no allotment 
can be made, and the bank does not come into existence 
The whole money due on each share maj also not be 
called up, a portion may be left to be called up later on 
if need be All the shareholders may also not be 
able to pay up all the calls Thus, there are various 
forms of capital and so there are different name® for 
each The capital with which a bank is registered is 
known as its rogj^teret/, authorised or nominal capital 
the capital issued as tsiueif capital, the capital sub- 
scribed as sub’cnhad capital, the capita! called up as called 
up capital, and the capital paid up as paid up capital 
The difference between paid up capital and called up capital 
IS known as calls ta arrtars They may not be carried 
forward from year to year After the lapse of a reason 
able time, the shares of those persons who do not pay up 
all the calls m full are forfeited and re issued to others 
The difference between called up capital and subscribed 
capital IS known as the reserved liability of the tkareholders 
In the case of an individual banker, or a pattnersbip, 
the individual concerned or the partners are all personally 
and individually liable for the debts of die business This 
means, if after taking the whole property of the business 
its debts remain unsettled, tlie private property of the 
individual or of partners is taken “This is, equitable 
enough in the case of a single mans enterprise or in a 
partnership enterprise where the individual owner or each 
of the partners take a personal share in the conduct of the 
business but when joint stock companies came into 
prominence, the doctrine of unlimited liability pressed 
rather hard on shareholders who had practically no control 
over the business policy of the company In 1855, there- 
fore, an Act was first passed in England allowing trading 
compatues under certain conditions to get themselves 
registered under limited liability principle, the shareholders 
being liable to the extent of their nominal hoIdmg^ of 
shares only Banks were excluded from this privilege, 
it was thought, that bankers were in such a responsible 
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position and were debtors to the public in such large- 
amounts, that it was unwise to afford them any protection 
in this respect. Two years later, in 1857, a severe mone 
tary crisis resulted in the failure of several banks, notably 
the Western Bank of Scotland It was found that the 
wealthier classes declined to incur the ri'fc of holding 
bank shares and a large proportion of the shareholder'- of 
defaulting banks were not possessed of sufficient means 
to contribute towards the debt of the corapanv In order, 
therefore, to attract a more substantial class of shareholders 
it was found desirable m 1858 to extend the privilege of 
limited liability to such banks as cared to register under 
the Act. Most of the largo joint stock banks, however, 
kept aloof, fearing that the limitation of the shareholders 
liabilities would alarm the depositors and result in a loss 
of business But the collapse of the City of Glasgow 
Bank in 1878, and the complete ruin of most of its share* 
holders caused such a panic among those who held shares 
in joint stock banks, that most of the banks were induced 
to register themselves as Imtted A new Act was pas<-ed 
in 1879 which created what was called rtservedhahthiv 
Under the terms of this Act, limited companies could 
increase the nominal amount of their shares with a 
condition that a certain proportion of such nominal increasi 
«bould not be called up except in the event of the liqutda 
tion of the company, this uncalled proportion ot the 
share capital being termed reserved liobilitv The tlFect 
of this provision was that while the shareholders of the 
companies were partly protected, in that the amount they 
could be called upon to pay la the event of liquidation 
was a definite ascertained sura, yet the depositors and the 
other creditors of the bank felt that they had a reasonable 
security for the payment of debts due to them ^ Since 
then the practice continues, and banks having reserved 
liability are, other things being equal, given preference 
over the banks having no reserved liability by the 
depositor® It may also be mentioned here that the 
principle of limited liability was introduced in this country 
in 1860, and as a result a number of banks were e«tabli'-hed 
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in important towns dunng the period that followed The 
difference between subscribed capital and issued capital is not 
found in the case of the first class concern'- a® their 'hates 
are all taken up by the public as soon as thev are isvued 
The difference between i«sued capita! and registered 
capital shows the amount which can be raised bv issuing 
shares in case the expansion of busme«s necessitate® t 
From all this it is obvious that it is the paid up capital 
which IS important from the working point of view and 
forms a portion of the working capital of a bank But 
this IS as we shall see presently a very small part of the 
■whole Before taking up other sources we may add that 
the shareholders who provide this money expect an annual 
return in the form of dividend® The banks earn profits 
and use a portion of it for thi® purpose but there i® gener 
alls «otnethvng «aved for bmWmgup what i« known as a 
re«erve fund As this i® the money which would have 
ordinarily gone to the shareholders, it mar ai«o be 
regarded as a part of the capital and included in the amount 
available for carrvmg on with the busine®® 

Second and invariably the mam source of raising 
capital these days i® that of deposits , As has already been 
seen they are received m”TbftereDt forms and account® 
Onlv tho<e deposits which are received m the form of 
ca«h or m that of the rights to receive ca®h add to the 
working capital of a bank Deposits arising out of the 
discounting of bills or of the granting of loans m other 
forms do not in any way add to it The former are known 
as direct deposit® and latter indirect depo®it« Bankers 
can al«o make use of their customer®' money falling m 
their hands in connec*^ion with what is known a® agenev 
veivices ®o long as they are not u®ed up for the puTpo«e® 
directed, cff, in ca«e they receive money for remittance, 
®o long as it IS not paid out to the pavee it can be used 
by them 

But the w hole deposit busine®® of a bank consists m 
the ‘exchange of right® against rights or of rights agam®t 
money*" When a banker receives ca®hv he grants a right 
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to the depositor to withdraw it whenever he likes 
WTien be receives bills of exchange, cheques, promissory 
notes, dividend warrants and coupons for collection, he 
receives rights to obtain money and grants in its stead 
rights to draw it * When he receives sub«criptions, rents, 
income-tax, insurance premia and other periodical pay- 
ments, he receives money and gives the right of its 
withdrawal to those on whose behalf he receives it In 
remittance business too. be receives money in exchange 
for the lights to withdraw it, and in the case of what are 
known a® indirect deposits or created deposits, jt is nothing 
except the exchange of rights against rights In other 
words It may be said that all this business consi>ts of 
dealing m credits aa there is always an element of 
confidence in everv transactioa that takes place between 
a banker and his c atoraer, without*it nobody would 
entrust the other w.in money or rights to receive money 
As IS observed by Bau the li^posit lunction of 
the banker is important because is has to aggregate 
small sums of money l>mg scattered here and there 
in twenties, fifties and hundreds Singiy the«e sums 
have no economic efficiency whatsoever But they can 
accomplish Herculean tasks when they are aggregated 
and employed by the banker. According to Bagebot ‘The 
concentranoR of money to banks though not the sole 
cause 18 the principal cause which has made the money 
market of England so rich and «o much beyond that 
of other countries* This pooling operation of the bank*- 
and releasing the capital presumably to those who emplov 
It in the most profitable way in the trade and industry is 
the first economic service that banks render to society and 
their efficiency depends on the total wealth of the people 
they have amassed in their hands and the total demand' of 
industry and trade on the other side would settle the 
loans that the banks can make*’ But banks in India 
cannot be regarded as sufficiently efficient because the total 
wealth of the people they have amassed in their hand' and 
the total demand of industry and trade thev generally meet 
IS not considerable 
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Banks by allowing their customers to draw cheques 
against their deposits al^o create additional purchasing 
power This may be regarded as the second important 
service ^hich they render to society To quote Bau 
again “deposit currency or cheque currency or bankers 
money as it is properly styled is eminently elastic as these 
cheques can be multiplied hv the banks to anv amount 
within the limits of comparative safety and considerations 
of social interest as there are no legal regulations binding 
this side of banking business * On what the limits of 
comparative safety depend and what these considerations 
of social interest are have already been dealt with else 
where in this book ® A violation of this may result in the 
turning up of this service into dis service Crossing the 
limit of safety may bring about a failure of the bank® and 
avoidance of the considerations of social interest may raise 
the pnce level to an extent which may be detrimental to 
the society It is easy to expand credit but difficult to 
rai'-e production in exactly the same proportion 

As a third source of raising capital may be mentioned 
that of the note issue * though it has now receded to the 
background ' Ihe issue of notes as of other currency, 
was alvvays claimed to be a prerogative of the state, but 
whereas m the case- of metallic currency, the state retained 
its prerogative it decided with few exceptions to hand the 
issue of notes over to banks when these, like note currency 
itself, n ere brought into being as a result of the need for 
means of facilitating the exchange of goods Banks were 
given the right to issue notes, or where hanks had already 
put into circulation notes of their own in one form or 
another, they were legally authorised to continue issuing 
notes, subject to certain safeguards imposed by law * But 
it was soon found necessary in order to bring about 
uniformity in this business and supervise it better and 
share in the profits arising out of it by the state to grant 
one bank either a complete monopoly or a residuary 
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monopoly which accoiding to Vera Smitli denotes a case 
where there are a number of note issuers, but all of those 
except one work under narrow limitatioDs, and this one 
authority IS responsible for the bulk of circulation. W© 
have already «een that this took place in England in 1844 
The same had already taken place in Holland in 1814 In 
France it took place in 1848, in Germany m in Sweden 
in 189", in United States in 1914, in Union of South Africa 
in 1921, in Colombia in 1923, in Australia m 1924, in Chile 
m 1925, in Italy in 1 926, m Hew Zealand in 1934, andm 
Canada in iS 5 ^ In India, the banks had the power of 
note issue till 1861, when it was annexed by the Govern- 
ment of India and m 1935, it was transferred to the central 
bank of the country, t»u , the Reserve Bank of India 

When a bank issues notes, it creates working capital 
foi iteelf The first notes issued were in exchange of the 
receipts of actual cash, and as in the Case of the deposit 
receipts, it was soon discovered that the bank was not 
required to pay up ai( the notes at one time, and that it 
could use a considerable portion ot the actual cash in 
whatever way it liked without even in the least impairing 
fheir convertibility So long as the credit and business 
reputation of the bank was unimpeachable the notes were 
considered as good as cash and circulated like legal tender 
money Gradually they began the issuing of notes at 
the time of discounting bills and granting loans m other 
forms, and the people accepted them without any objection 
Thus there was no difference for tho bank if Us credit 
creation took the shape of a bank note or deposit. If at 
all there was any difference it was one of form But the 
t^nk deposit being more useful to businessmen than the 
bWk note, and restrictions having been placed on the 
issue of the latter a* has already been pointed out the 
former came into greater prominence and now forms a much 
more important part ot the circulating media of th© 
advanced countries of the world It will not be out 
of place to mention her© what Bau says* about the identity 
between the fwt “Both of them can he used for the 
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purpose of making advances to customers or in exchange 
of promissory notes or bills of exchange of custom 
ers Both of them serve as promissory notes or bills of 
exchange of customers Both of them serve as means of 
payment Both of them represent the right to demand 
legal tenfler money from the bank Both are sources of 
income to the bank Both are demand liabilities from the 
viewpoint of the banker * But proceeding further he al'n 
point® out the difierence between them Bank note is a 
safer 1 ability than the deposit and the bank considers it 
advisable to issue credit in the shape of notes in prefer 
once to deposits So long as there exists confidence in the 
issuing bank no depression of industries destroys the use 
of the bank note A deposit may bo utilised at any time by 
the customer to meet his own obligation Ihe smaller 
bank notes remain out in circulation for a long time and 
very often return as deposits The bank note has a greater 
circulation power tl an the cheque If the moon is the 
poor man s lantern the bank note represents the poor 
man a banking account So there is not much trouble in 
the IS uing of notes in response to the legitimate demand 
on the part of the people But all this is theoretical 
as the power of the bank to issue notes has in practice been 
taken away from them 

HOW IT EMPLOYS ITS WORKING. CAPITAL 

Irom the above discussion it appears to be quite 
obvious that almost whole of a bank s working capita! 
except that received from its shareholder® or withheld 
out of profits from distribution by way of dividend and 
accumulated in the form of reserve fund constitutes its 
demand liability and must be made available at all times 
But as has been remarked elsewhere banking business 
consists in circulating capital and not locking it up It is m 
this circulation that a bank manager has to use his brain 
Ht must allocate his funds over different investments 
be®ides maintaining a reser\ e in such a way as to be able to 
replete his funds whenever need be There are sure to 
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be many occasions after short internals when funds may 
be withdrairn in huge amounts In many ca®e'', such 
periods coincide with demands for additional loans from 
regular customers, and they must also be satisfied. We 
will, therefore, attempt in the following pages to look 
to the way in which a banker selects his assets and vanes 
them and considerations which guide his intelligent judg- 
ment and choice. 

A prudent banker always chooses such mterest-yiotd- 
mg investments as may be readily realised and fall due 
in a steady succession He measures economic force-- 
constantly and thke® a particular hue of action m changing 
the form of his assets only after their due considerations 
Broadlv speaking, we may divide them into two classes 
(1) those which are put to non profitable uses and 
(i.) ttO'^ which are put to profitable uses In the former 
are inoTu^ed his cash re'erves and acquisition of what ts 
known as dead stock and in the latter are included call 
money, di-counts advance*, investments and acceptances, 
etc 

First of all, let us take up cash reserves fliey 
consist of uU money — money kept m a bankers vaults— and 
money kept at the central bank Tbes® together form 
his first line of defence aud are primarily intended to n ard 
off bankruptcy. In short, it i? a precautionarF measure 
and It should always be the endeavour of a banker to build 
up adequate cash reserve and to strengthen it when 
necessary by all possible means The usual method 
adopted for this purpose is to convert the ultimate 
availability into immediate availability As to the per- 
centage of cash reserve to demand liabilities, as has been 
point^ out, It will depend upon various factors and be 
always varying These may be enumerated below — 

(1) In some countnes, the legislators have fixed cer. 
tain proportions to be observed by the banks They certainly 
help amateurs and keep under restraint adventurous 
banks But beyond this, they do not go ilore reliance 
must be placed on the integrity, wisdom and judgment of 
bankers themselves than onTianking law® to regulate 
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them A legal limit tends to give a sense of false security, 
and the banker may think that he ha« done everything 
he has to do by keeping the prescnbed legal limit of cash 
re'=erve It is al^o difficult to say as to what this legal 
limit should be, as is evident from the difference in the 
limits prescribed by different legislator* For example, m 
Denmark it is 10% of demand depo«its only, in L S A it 
i* different with banks m different locahtie*, m Argentina 
It IS 8% of time deposits and 16% of demand deposit*, m 
Chile it IS 8% and 20% respectively, inEquadorit is 10% and 
25% respectively and m Bolivia it is 10% and 20 respectively 
In some countries, the minimum cash reserve percent 
age includes both the reserves in the central bank 
and m the banks own vault* and m others it includes 
only one In India scheduled banks are required to 
keep a cash reserve ot aPleasl 5% of their demand and 
2 , of their time deposits each with the Reserve Bank of 
India but as far as the ca<b reserve id their own vault* 
are concerned there is no legal requirement to be fulfilled 
Von scheduled banks ate, on the other hand, required to 
keep only 1^% of their time and of their demand deposits 
each in their vaults 

(2) It also depends upon the percentage kept 
generally. If one bank in a locality keeps a higher per* 
centage, other banks m that locality must also keep the 
same to win confidence of the people English banks keep 
a much lower percentage of cash reserves than the bank* 
of other place* 

(3) The size of the cash reserve of a particular bank 
will aI«o depend upon the average size of the deposits of 
each customer It shall have to be such as to be able- 
to meet heavy withdrawal* of the depositors having maxi 
mum amount of depo'its 

(4) If cheque habit IS *ul!iciently developed and pay- 
ments are not generally made in ca*h, the amount m 
reserve may be «maller than if otherwise is the case 

(5) If clearing system is well developed, most of the 
cheques drawn on a bank are counter-balanced by tho«e 
received by it but drawn on other banks, and hence there 
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lb very often not the need felt for finding out actual cr^h 
for their payment It may, therefore, be said that in a 
country where this system has reached the point of highest 
efficiency, a percentage of less cash reserves would do 

(6) In case banking habit of the people of a place is 
sufficiently developed and they are not used to hoarding, 
there i^ a constant in flow and out flow of funds into, 
and from the hanks which means that they can carry on 
with smallei cash reserves than i» possible 1 / otherwise is 

case 

(7) If the customera. of a bank belong to suCh classes 
as bill brokers or discounting firms whose accounts are of 
afluctuating nature, a larger cash reserve would be required 
to meet the heavy withdrawals at times when there i> a 
greater need of rfioney to thenylue to increase in busine'^ 

(8) If the investments of a bank are such as can be 
easily liquidated, a 'mailer cash reserve would be neces- 
sary. as thet would be realised -vhenever required In 
countries where there are highly developed money markoU 
and bill markets, money is invested in them and can be 
called up 01 realised at any moment In England, a consider- 
able sum lb lent to bill brokers and stock exchange brokor'< 
who pledge sufficiently high class bearer securities to cover 
the loans and promise to return them within a period of 
three to ten davs or m some cases the next day Practi 
cally, though these loans expire wjthm a short period or 
each day, they are to a large extent continuous They 
goby the name of moaetf at c tU and sh'trt notice, though 
they are usually denoted by the term ‘call money, and in 
case of the loans payable next day, by the term oiernight 
mon 11 also Then, taere is bill discounting business 
Bills, as has already been observed, provide an ideal form 
of investment In case, there is a central bank, and wo 
find one these aays in almost every country of impoitdnce, 
the bills are rediscounted with it, if there is a pressing 
need to meet unprecedented demands 

(91 Finally, if banks are situated ifi a commercial 
area, they are required to keep a much larger cash reserve 
than if they are situated in an agricultural area, for the 
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payments in the former are much heavier in proportion 
to the average balance than m the latter 

Coming to the acQuisitiOQ of dead stock, it consists 
of buildings, fittings, fixtures and furniture etc , etc 
These are very nece'^sary for carrying on the business of 
a bank “ The bank building must be adequate m size and 
imposing in appearance In fact it serves as a means 
of advertisement — ' good premises attract good customers 
It should be ‘burglar and fir© proof There should also 
be special rooms for storage of old and current records, etc 
But in spite of all this any ‘ undue extravagance in it is not 
desirable In the words of Rau, “It is always preferable 
for a bank to have solid cash in its hands rather than 
invest It m htick and mortar" ® Dead stock cannot be 
disposed off whenever desired firstly because it is not 
easily marketable and secondly because its sale brings the 
bank into disrepute It is realised only after liquidation 
of the bank and not before. 

We will now take up the profitable u'es of the work- 
ing capital. Having sterilized a portion m dead stock and 
cash, reserves, a banker considers how he is to employ tha 
residue by lending out for shorter or longer periods 
Obviously, as far as possible he will like to lend a consider* 
able sum only for short periods But before proceeding 
to do this, he also tries to have some such money as may 
yield a small income to him and at the same time be 
available at any moment This is, fortunately enough, 
made possible in some countries due to the demands arising 
from the bill brokers and stock exchange brokers The 
former seek accommodation for employment of money m 
the purchase of bills and the latter to take up stocks in the 
inttrvals between the fortnightly 'lettlements They offer 
such secutitie« — consols, exchequer bond*:, the debentures 
of Indian Raihiays and the bonds of the Corporation of 
London and the London City Council — as enable the banker 
to ‘go to sleep with, an easy coosciOnce', The name given 
to this investment is loans at caU and shnrt notice Pro- 
fes^T Tau«sig says, ‘from the point of view of the bank, 
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they are a highly' cQnTenient part of its business A. 
profit is certain, sometimes large, sometimes small, but 
always appreciable and yet the banks resources are 
not tied up and cash can be catled back^at least by the 
indindual bank, if there is a more profitable use font 
elsewhere, or if there is a sign of danger And from the 
point of view of thepabhe advantage, there is af'o some 
gam For sundry useful business transactions funds are 
wanted over short but certain periods and for them 
demand loans are adopted’ Rau says, “ In the ca«e 
of call money, the banker seems to accompUsh the 
impossible feat of ‘having the cake and eating it too” 
But they are not free from evils altogether as 
‘ they encourage gambling speculation Besides, they 
are very good assets in normal times, but iQ times of 
f>anio they are useless or become * frozen At such a time 
It IS difficult to get payment of such loans, and tbo money 
«o employed is locked up when it is needed most tn a liquid 
form”. They are therefore, not considered as good assets 
by many bankers Lord Goscbeo has condemned them 
'Ihey are, however, verv popular m London and 27ew York 
Coming to India, there were no call loans lent to any great 
extent even in the Presidency towns (Bombay, Calcutta, 
Madras, Karachi) before the war But after it they began 
to be lent freely. Call money is used here for dealings 
in the bullion markets and stock exchanges. It is, how* 
ever, made available to first class parties only, though 
contrary to the Baghsh practice of asking for no 
security The rate of interest on it vanes according 
as the season is busy or slack In the busy season. 
It IS not available at any rate, while m the slack 
season, it is available at } per cent Of late, this money is 
being invented in Government of India Treasury Bills 
It 3’«o figures prominently in inter-bank loans One thing 
more may bo nientioned in this connection, tis, that 
while on the 'ecunty of such loan®, borrowers in London 
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fall back on the Bank of England they have no alternative 
in this country 

But call loans are suitable for the employment of only 
temporary surplus funds A. considerable amount of the 
working capital requires, m fact to be invested elsewhere 
with a view to earn more decent income The ideal form 
of investment from the bankers point of view is as has 
already been observed m the last chapter that of biU 
discounting This is a loan to traders as opposed to bill 
brokers and stock brokers though sometimes the former 
al«o take advantage of it We know that bills are also 
discounted with n discounting bouse or bill broker who m 
his turn discounts them with a banker It is to this that 
we refer when we say that bill broker* also take some- 
times advantage of the banks bill discounting business 
Ordinarily, a bill broker discount bills out of his own 
resources, and out of the money he borrov, s from the banks 
in the shape of call money, but there are periods *vhenhe 
ha* to discount them with bank. Generally, call money is 
used for taking up fresh bills m the hope that there will 
be *uflicient funds available for paying it to the banks on 
the raatunty of already taken up bills within a few days. 
Wo have already taken in connection with the bill dis- 
counting business of a bank, a notice of the dilhcult posi- 
tion la which a banker is placed m discriminating 
between genuine and non genuine bills But 'omething 
can be done by him in this respect too by keeping his 
eye upon the accounts of tho«e customers whose bills 
he discounts It may also be mentioned here that 
every bank maintains a list of its customers whose bill* 
it 18 prepared to discount Besides, there is alu ays 
an amount noted down against each name denoting the 
exte it to which it is thought proper to discount his bills, 
and in ca«o this is stnctly adhered to there i* nothing to 
be afraid of A banker must also satisfy himself of 
the completeness of a bijl before discounting it In other 
words he mu*t see that it has b^en drawn, accepted 
and endorsed in the iregular manner He must also scru- 
^tinize the business career of tbs drawer, tbe acceptor, 
and various other endor*ers a* it is with them that the 
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redemption of a bill lies Then, he must not discount bills 
arising out of transactions of only one class of commodi- 
tjes, as in the case of a depression in it there will be a 
danger of the whole money being locked up Finally, be 
mist distribute bis funds allocated for this purpose over 
bills with successive maturities This will enable him to 
meet the continuous demands of his customers 

This brings us to advances or what aie better known 
by the term loans and advances to the customers In 
fact, “under this comprehensive heading anything that 
the banker does in the shape of lending his credit 
can be arranged Even discounting leads ultimately to 
lending the banker's credit and the discount rate might be 
defined as a charge for the Joan of capital But for better 
understanding of the subject the various operations should 
be specially studied Hence call money and discounting 
bills are generally studied apart from the loan opera< 
tions"*^ We shall now deal with the banker’e policy 
regarding overdrafts, cash credits, loans on promissory 
notes and collaterals, and personal loans It is needless 
to eay that bis profits depend on their preponderance 
But at the same time this is not consistent with safety. 
The risk arising from it may, however, be reduced by 
taking due precautions Though some of them have 
already been discussed, yet they may be recapitulated here 
along with others 

The banker should always be careful to see that 
his cash reserves do not stand very near the danger line. 
It is better to err on the safe side ratbei than on that 
which may be risky 

2 As the popular saying goes “he must not lay all 
the eggs m the same basket ' This means he should 
not lend too large a portion of his loanable fund'' lo any 
single borrower It suggests that funds should bo spread 
as far as possible over wider area He mu^t not ton* 
centrateover the financing of only one trade or on the 
security of only one kind» A violation of these principles 
has resulted in failures 
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3 He has to judge anght the nature of the securities 
that can be accepted by him What George Ray “ays m 
this connection has already been given in the last chap- 
ter A close scrutiny must bo made of the security 

'offered from vsnous points of view by a banker But as 
will be clear from the examination of the nature of vano '• 
«ecunties in a subsequent chapter, none of them prov « 
to be ideal Mortgage of real estate is the worst securit 
It cannot be easily and quickly sold and is subject "> 
much fluctuation in value 

4 He has to bear in mind that he bastoflnance 
only the current transactions of the community He 
15 not required to coin all kinds of unmarketable wealth 
into money Nor is it expected of him to com credit for 
future need*' 

3 He should be cautious in providing for a good 
margin in his favour The greater the possibility of 
the fluctuation of the security the larger the msrg'n 
required 

6 Commercial banks are meant to create only short, 
term credits and any diver ion from what is their legiti 
mate requirement is sure to result in a catastrophe No 
doubt European banks and specially German banks under, 
took financing' for long-terms, but the nature of their 
deposits too varied from that of the banks in England or 
India, and hence it could be tolerated The first question 
put to a prospective borrower should be regarding the 
period for which a loan is required, and the hrst answer 
to it should guide the banker m the determination for 
granting the loan as far as this is concerned Sometime^, 
it has been observed that in case a loan for a \o’~£ 
period has been refused, it is asked for a short pen d 
on a promise of repayment after making a penuv. 
nent arrangement for it from somewhere el'e But Ibis 
IS never done, Walter Leaf gives illustrations of two su h 
instances** — m the case of one the permanent loan was 
to be raided by 'ecunng mortgage with an in'uranoo 
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company and m the case of anoUier it was to be raided by 
issuing now shares — but steps were never taken to fulfil 
the promise Such loans drag on under various pretexts 
and become a part of the borrower's working capital. 

7. Continued renewal of loans is also undesirable 
as they become very often bad and ‘frozen’— incapable of 
being realised in case of an emergency ‘Nursing of 
accounts’ as it is called is bad. 

8 The object of the loan should also be enquired 
into It has been suggested that creation of credit for 
consumption purposes should always ho discouraged But 
what IS of more importance is not the purpose for which 
a loan IS negotiated but the capacity and moans to make 
the payment They must bo enquired into and taken 
consideration of^ Sometimes, however, borrowers make 
impossible proposals, and these must be turned down by the 
bankers not only in tbeir own interests but also in tliose 
of the borrowers themselves They should satisfy them 
of their futility and thus save the people from ru nmg 
themselves. 

9 He must also keep an eye on the price fliiotuatjons 
of the secunti^ lodged with him, and in cast of the 
shrinkage of any one of them the particular borrower must 
be asked to furnish with collateral^ 

30- Policy of cheap money is also not always good 
It leads to huge borrowings but capital alone is not required 
for business prosperity, and hence they may be put to waste 
and result in ultimate loss. 

11 Finally, the character of the borrower should 
be the mam consideration In fact, a good cha-acter is an 
ideal security. People seeking lor bank credit nuist inspire 
confidence because it is a key-note to credit But it comes 
from the cultivation of moral qualities, vt^., honesty, sobriety, 
promptitude, uprightness and regularity. 

As regards the forms these loans and advances can 
take, we have already gone through them. It has also 
Jieen observed that they may bo secure or unsecure. As 
regards the nature of the various securities offered, we 
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shall look to them la a subsequent chapter But sometimes 
loans ate unsecure ot else, they are granted on personal 
security In this, borrowers character is more important 
than It IS anywhere el'^e His total wealth and repaying 
capacity are al'o required to be considered Every banker 
hae certain customers who «tand more or less in the 
nature of patrons to his busmes** He «hould not hesitate 
in giving them accommodation even if they do not offer 
any collateral They demand loans only in an emergency, 
and in the interests of the banker their resentment and 
di«pleasure should m no case be incurred by a refusal 
In fact if such loans are granted after taking due 
con«ideration of the borrower, there is nothing to be afraid 
of and experience goes to prove that such loans have 
not resulted in any lo'S in the majontv of ca«es 

Banks al«o invest money in Government, semi Govern 
ment, railway, public utility service and industrial securities 
atrictly speaking, this ts not a banking business, it 
consists of the circulation and not of locking up of 
capital They employ tbeir funds m this business not 
because it is very productive but because it is capable of 
easy reaUsation in the event of an> unforeseen and large 
demand Annual yield from such funds is not at all 
alluring It is le«s than that on discounting or loaning 
In many ca«e« No doubt, in the event of a possible 
rise in the value of the securities, there are chances 
of considerable profit, but that is speculation, and a 
bank should always avoid it But they can be ‘old in 
the stock exchange markets at any moment, and hence 
theyjironde an ideal form of investment, at least as far 
as their convertibility goes novemment-se cuntie s which 
are kn own as gilt-edg ed ‘e cunti es ate perhaps the ^eat 
from la is point_^. vlew,^ They are al®o generally not 
i-'uLject^to much depreciation But it may be said that 
hero al«o banks do not invest in only one kind of security, 
be it Government or any other Their funds are distributed 
over several first cla«s secuntie® 

Yet another form of loaning operations of rf bank 
eon^Hts in acceptance busines* We have alreadv seen 
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before that a bill of exchange when drawn by a seller 
upon a buyer is required to be accepted by (be latter But 
it 13 possible that his credit may no be sufficiently known 
and even if the sel er does not hesitate in accepting it he 
might not be able to discount it In ‘‘uch ca«es the 
bank comes forward and accepts the bid on behalf 
of the purchaser who is also hts customer What it 
does IS only that it substitutes its own wider and well 
estabhsbed credit for the narrow and unknown credit of 
the trader For this useful service it is needless to say 
that It also charges a commission The business was in 
fact started by the great merchant hanking houses of the 
continent after they had established their offices m London 
on the fall of the supremacy of Amsterdam in international 
finance on account of the defeat of Holland by England 
during the Napoleonic war of the nineteenth century They 
had it seems foreseen that the capital of tbe British E npire 
was 'destined to supplant that of Holland as the pivot 
of international finance Some of the important houses 
were also of Amencan origin Though they do not claim 
to be bankers as tbey do DO proper b:ink}nR business vu 
that of reeeimig deposits withdrawable by cheques they 
are fairly important just like banks They have got their 
relations with the people in important countries of the 
world and keep laformations regarding financial position 
of the importers la those places This enables them 
to accept on their behalf the bills drawn by the exporters 
Their standing is such that their undertaking to pay the 
bills enables the exporters to discount them with any hank 
Generally they require an undertaking by the purchaser 
to place them lO funds at least three days before* the 
maturity of any bill At present bills are accepted 
by these houses on the recommendation of the exchange 
banks too Since tbe war of 1914 — Ifi the Americans have 
alrodope sometbingto make a ns // centre in New York, 
and hence such houses have sprung up there too The 
accepting business has also since then gone a good 
deal ip the hands of the banks When war broke out 
London Acceptance Houses had to receive money from 
the people in most of the enemy countries on whose 
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behalf they had accepted bills, but the State forbade the 
collection of debts from an enemy. But it was necessary 
to protect their credit also, and hence it was provided that 
the acceptances of these houses, as they became due, 
should be taken up by the Bank of England Their 
business wa", however, rruch hampered and gradually 
English joint stock banks had to take it up The Federal 
Reserve system of tbe United States of America also 
recognises this business as a legitimate banking business 
As far as India is concerned, it may be said that Indian 
joint stock banks are not in the habit of doing this business 
There is, however, the Indian shroff, who, though does 
not actually accept bills on behalf of others, purchases 
them from traders about whose standing he has no doubt 
and thus puts his signatures on them This becomes a 
sufficient guarantee of their payment and they are, 
therefore, discounted if necessary ot the scheduled banks 

HOW IT EARNS PBOniS w. 

Now, we come to the question as to how a commercial 
bank earns profits We have already gone through the 
profitable uses to which a bank puts its working capital 
In fact, they may be regarded as tbe mam sources of its 
profits We may, again enumerate them here for the sake 
of clarity — 

(.1) Interest on Call Loans 

(2) Discounting charges on bills. 

^31 Interest on loans and advances 

(4) Interest on investments 

(3) Commission on acceptances 

To these may be added income from incidental charges, 
and commission on account of agency and miscellaneous 
services rendered by it to the business community m 
general We know that banks collect and pay their custom- 
ers' cheques, bills of exchange, promissory notes, coupons, 
dividend warrants, subscriptions, rents, income-tax and 
insurance premia, etc Most of this business is done 
gratis But usually m case of collection from and payment 
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to outstation«, a charga is made When they purchase 
and sell on behalf of others shares, stocts, dobeatures, and 
bonds, etc , on the stock exchanges, and other valuables in 
other markets, they al«o charge a commission over and 
above what they pay to the brokers Besides, they get remu- 
neration for acting as trustees executors and adminis- 
trators of family trusts etc When they receive valuables, 
ornaments and jewels, documents and deeds, etc for 
safe custody, they often make a charge for it Thebu«i 
ness IS no doubt not free form danger but the risk has to 
be taken in most cases and this fcrm of service, even if it 
may not yield a substantial income is a very material 
addition to what a banker should do for his customers It 
may also be said that in cases of the custody of credit 
instruments, banks are also liable to collect interest and 
payment when they fail due Remittance and exchange 
busmens too is very lucrative In India most of the com- 
mercial banks earn a huge sum on account of the former 
But exchange bu'ine^s is exclusively in the hands of foreign 
exchange banks 

HOW IT DISTRIBUTES PROFITS 

The above are the sources of profits But the 
whole amount thus earned is not available for distnbutior 
by way of dividend amongst shareholders From it art 
required to be deducted certain expenses which (iiu«t be 
incurred by a banker during the course of his busine^'* 
These consist of — 

(1) Interest on fixed deposits and o^her accounts , 

(2) directors and auditors fees, staff salaries, and 
contributions to pension orprovident fund 

(3) membership fees of the bankers' associations, and 
chambers of commerce etc , 

(4) office expenses, e q , printing, postage, advertising 
stationery charges, rent and insurance premia . 

(5) travelling charges and payment to agents and 
correspondents 
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(6^ pTovisvsn foT depTeciation of investment, and dead 
stocks , 

(7) bad debts and defalcation® made bv bank clerks , 

and 

(8) income or other taxe®. 

The net profits of a bank depend on capable manage- 
ment Deposits are sometimes attracted more by granting 
facilities to the customers and rendering useful services to 
them than by offering high rates of interest It is no 
use keeping low paid staff It cannot attain the required 
standard of efficiency In India the practice of keeping 
manager® on Rs 40 or R® 50 per month initiated by 
some of the smaller joint stock banks has very often 
resulted in increasing defalcation® A high salaried ®taff 
IS usually much cheaper in the long run It prove® capable 
of attracting a larger business and carrying it without any 
fiaw or hitch Bad debts are reduced to the mmunuro and 
defalcation® do not occur at all Out of the uet profits 
a considerable amount i® also set aside after distributing 
dividends at a steady rate for what is known as reserve 
fund It 18 «otnetimes created with a view to balance divi- 
dends in lean years, but more often to increase the bank's 
capital so as to conform it to the requirements of increa®- 
ing business 


TEST QUESTIONS 

I Whatare the dtife'ent wa smwhich a bank rai<es Uj working 
cap tal 7 Give ash tt descopl'en ot each 

7 '^hat IS the nature of thedepaiits ol a banker 7 Explain in this 
conrtclion whai you undeisland by thetenft csea'ed deposits 

3 Give a short descrpitionof thediOerent types of capital ot a bank 
Vhat do you understand by the reserved liaSIity of the shareholders 

4 The whole of (he deposit business ol a bank consists tn the 
exchange ol rights against rights or ©I rights against money’ Comment 

5. Vhat services are itndeted by a banket bv his deposit business 7 
Is there any possibility of hisdotngadis service to the society 7 

6 ' Both the depos t biisiress and note issuing business of a bank 

are Identical “ Cenment 

“ 7. XOiatare thediffercnlwaysInwhichB bank •employs Itswoiklng 

capi'al 7 Explain In this conrrcftottthe use ot call loans. , 
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''8 'J^Tiat preeaoHens sbotrld a baaVer take while making loans and 
advances to his customer? Explain ascleaiiy as possible 

9 "W^at do you know ot the acceptance business of the bankets ? 
Give a short descnption ol its beginning 

10 What are the different ways m which a banker earns his profits ? 
Is (he whole of It available for dismbntion amongst the shareholders ? 


CHAPTER VI 
CENTRAL BANKING 

Central banking as a specialised business has cone 
into prominence only dunng the present century Prior 
to it, banks had been established in ‘almost every country 
in Europe, along with Japan and Java in the East, and 
Eg3T3t and Algeria in Africa with power> to issue note* 
and act exclusively as Government bankers, hut thev had, 
as was pointed out m chapter HI, no clear concept of 
all the oentral banking functions A sort of gradual 
evolution had however, been taking place regarding them. 
Starting with the Bank of England they bad in varying 
degrees begun performing such functions as 'holding a 
large part of the cash reserves of the commercial banks, 
rediscounting of their bills, making colUtera' advance*' to 
them, operating as a clearing bouse for them, maintaining 
the monetary standard adopted by the state, and iindert'ik- 
ing the responsibility and leadership in mattera relating to 
the financial and credit structure generally As regards 
their dealings with the public in general, the practice 
varied from one bank to the other On the one hand there 
was the Bank of England which had almost given up thi« 
business, and on the other there was the Bank of France 
which dealt even with the smallest tradesmen of the 
country In the present century, we have got certain rules 
^nd practices, and m their light central banking u treated 

as a special business The Gov ernor o f the. Bank of 

England appearing before^ho Hilfbn Young Commi=«ion 
pointed out the folIowing'*3utie3 of a Central Bank "It 
should have the sole nght of note-issue . it should be the 
channel, and the sole channel for the output and intake of 





61 


Itsa' tender currencv It be the holder of all the 

Government balances the holder of all the reserves of the 
other banks and branches of banks in the country It 
*hou]d be the agent, so to «peak, through which the finan- 
cial operation" at home and abroad of the Government 
wcuM be performed. It would further be the duty of a 
central bank to effect, 'o far as it coold, "uitsble contraction 
and suitable expansion, in addition to aiming gene'-liy at 
'tabmty, within as well wilhout When neces ary it would 
be the ultimate source from which emergency credit might 
be obtained in the form of re-diseounting of app'tjved bills, 
0 * advance-' on approved ®hort securities, or Government 
paper 

M H De KocL, an eminent authority on Central 
Bsnang lays down more elaborate functions of a Central 
Bank which are summarised b ovv — 

_ 1 the usue of paper currency in accordance with 
the requirements of business and the general public, for 
"hicb purpose it is granted either the "ole ngh' of note- 
i-*'Ueorat least a partial monopoly thereof, 

•-« the performance of the genera' banking and 
agency "eTices for the state 

d the custodv of the cash reserve of the commercial 
banks , 

“'4 the cu«todr of the nation s metallic reserves , 

0 the re-discounting of bilb of exchange, treasury 
bilji and other suitable paper* offered by the commercial 
bank-, bill brokers, dealers and similar financial instr 
tutljQS 

6 the atceptance of the lender ot the last resort . 

'-'7 the settlement of clearance balances betwee- the 

batiks, and 

8 the control of credit in accordance with the need 
of busmess and with s view to the maintenance of the 
moaeta*y standard adopted by the "tato 

He also says that another requisite of a real central 
bank IS that it must not, to any great extent, iierfoTn 0 * 111 - 
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nary commercial banking transactions, such as accepting 
deposits from each and every one and accommodating a 
large number of regular commercial customers with dis- 
counts on advances But it may be pointed out that a 
number of central banks, the Bank of France, the 
Bank of Australia the Bank of Java and the National Bank 
of Egypt do perform such transactions In recent yean 
it has come to be recognised that a central bank should noi 
undertake this business except when compotled to do sc 
in the national economic interest and as such the banks 
mentioned above have also tended to curtail it or continue 
it only on the ground of some special need or circumstance 
In Argentina and India where the Bank of theArgentint 
Nation and the Imperial Bank of India respectively had 
been undertaking such business in addition to some central 
banking business it was decided to establish special central 
banks with restrictions on their dealings with the public 

Let us now take up the functions enumerated aboie 
one by one, and examiue them m detail 

(1) The lssu4 of Paper Currency This function was 
almost everywhere one of the first functions to be entrusted 
to central banks We know that the Bank of England 
has been performing it since its very inception Some 
of the eminent wrUers on the subject regard it as the 
moat important function of a central bank All the 
central banks have at present either a complete monopoly 
or residue monopoly of it It was pointed out in tht 
previous chapter, when some of the important centra! 
banks got the residue monopoly In the case of raosi 
of those central banks which today enjoy a complete mono 
poly the other banks performing this function, were at 
one time or the other required by law to redeem their 
issues as they wer*- paid in or to withdraw them from cir 
culation within a fixed period In others the central banks 
themselves were required to take Over these issues on 
certain cond tions as to their redemplion’ In England 
as has already been ob<=eTved the Act of 1844 allowed the 
private bankers to retain their note issues but they were 
limited to the individual amounts of the average issues 
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for the 12 weeks precediQg April 27 of that year A provi- 
sion was also made to the effect that they would lapse 
urder certain circumstances In Germany most of the 
note i«suing hanks had, owing to the restnctions placed on 
this busine'*! of theirs, surrendered it to the Reichsbank 
much before 19oo, and those which had retained it till then 
were compelled to give it up in that year ‘ There are at 
present only a few central banks which do not enjoy a 
complete monopoly of note-i«sue and of these only those 
of the United States Canada and China are important In 
the United States the issues of the national banks lapsed in 
193o-JC when they were redeemed, but there are still 
Government notes m circulation, though they form only 
a small portion of the total issue In Canada also the 
notes of the chartered banks form only a small portion, 
while those of the central bank, namely, the Bank 
of Canada form the bulk of the circulation But in 
China, the aggregate note issue of the three non- 
central banks which issue notes was 1233 million Chinese 
dollars at the end of May 1938 while that of the Central 
Bank of China was otify 473 miUion ^ In India since July 
1940, Government of India has also begun issuing one 
rupee notes as a war measure to addition to the sole issue 
of the Reserve Bank of India, as the treasury did m Eng- 
land during the last Great War 

The monopoly privilege of issuing notes has come 
to bo regarded as an important constituent of the central 
banking structure for many reasons j Fir st of all, 
unifo rmi ty m respect of the note-curreney " ‘whlcK cod'Ii- 
tu lcs a very Important-parf^of the monetary circulation 
thtse ffays"^ Secondly, it gives the central hank vested 
with this power o special sort of prestige which is of great 
value in emergencies Thirdly.jit gives it some measure 
of control over the volume of credit which the commercial 
banks may manufacture As will bo seen later on they 
have to borrow legal tender currency from it or increa«e 
their balances with it, in ca^e they wish to bring about an 
expansion of fcredit as they are required to maintain more 

I Centra! Dantfngb^ M H.DekoJc pase 22 (tootnotek 
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or a fixed percentage of cash reserve to it The eentraj 
bank may refuse to accommodate them, if it does not think 
It in the interest of the country to enable them to bnng 
about its expansion. If it thinks otherwise, it may 
continue accommodating them and if necessary even give 
greater facilities for it Finally, the Government is 
enab’ed to exercise its control over the note-issues with a 
view to ensure safety in a greater degree, if there is a 
monopoly privilege than if it is otherwise 

Ccming to the regulation of note-issues there are at 
least 'even different methods for it I The first is what is 
known as the fixed fiduciary is«u e It was adopted fir«t 
of all in England in 1844 Under this method, notes worth 
a fixed amount are requited to be covered only by Govern- 
ment secuntie®, while all those issued in exce's of it mu«t 
be covered by metallic reserve It is deficient in elasticity 
inasmuch as whenever there is an appreciable internal or 
external dram of the metal, an undue contraction of 
currency and credit is rendered necessary It is also not 
suSlciently adaptable to heavy demands for currency, as an 
expansion becomes impos«ib!e in case there is a shortage of 
the meta Eut as agamstthis itmay be said that it acts to 
a certain extent as a brake on undue expansion of currency 
ard credit in times ef pro'petit- An element of elasticit> 
wa«, however, introduced in the English system in ld2S 
when It was provided that the Treaaary could authorise 
the fiduciary issue above £260 miUion to a 'pecial amonnt 
for not more than two years altogether from the date on 
which the authority was finally given We know al-eady 
how the figure of fiduciary is«ue was raised gradually 
from the original of £1,^00,000 when the Bank was 
formed to £19 7o0000 by 1921 when vhe last private 
banking firm « issue l8p«ed to it. But during the last 
war, the Treasury had is«ued £l and 10' notes and in 
1928 the liabihty of this issue was also transferred to the 
Bank and the limit of its fiduciary issue was raised to 
£260 million. Since then it baa been raised and lowered 
several times The English system has bien followed by 
Japan and Norway, and a variation of it has also been 
adopted by some other countne* 
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franca, the figure at which it had stood before tbo oull reak 
of the last Great War This was effected ‘partly out of a 
new long terra loan raised from the public and partly out of 
the profit resulting from the revaluation of the gold and 
exchange holdings of the Bank based on one fifth of the 
former gild pantj of the franc But a little later, it 
granted a further loan of 3 milliard francs Af^ain 
beginning from 193-> and ending in JJoyomber j9j 8, 
It had mado provisional advances to the state to a 
total sum of 5ii imlhard franco But by a convention 
concluded between the Bank and the State at tbi*- 
time the profit resulting from the revaluation of the 
former’s gold holdings at 170 francs to the £ was allocateii 
towards part repayment of the provisional advances and 
the permanent state debt to the Bank was raised from 
1 iOO million francs to U) milliard francs The “0 are only 
two instances Almost every centra] bank has granted 
permanent loans to its Government in periods of emergency 
Bestnctions always followed on further loans, which had 
to be withdrawn again and again Besides granting such 
loans, central banks al«o purchase and re discount Govtrn 
mpnt securities and biUe of considerable amounts Two 
of the important central banks of the world namelj. the 
Bank of England and tho Federal Reserve Banks of the 
United States of America have since the Great War of 
10J4— 18 been in fact helping their respective Governments 
to a very great extent by this device 

It may, however, bo pointed out in this connection 
that the creation of additional central bank credit through 
granting advances to tho atate also tends to bring about 
an arbitrary increase in the available supply of bank cash 
which might lead to inflation of credit m the saint waj 
as Its i<«ue of notes does This happened during and after 
the Great Wor of 1914 — 18 m various important couniries 
oftliouorld When the central bank makes an advance 
to th* Government, the latter hands it over to tho piibho 
Oitber in exchange of their supply of goods or ihe render 
zng of sertices to it These go to swell the hank dtposits 
which in their turn increase their capacity to expand their 
investments discounts ond advance' 
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The Reserve Bank of India can make ad7anc0<= to 
the Government of the country to any extent but these 
mu St be repaid within three months trom the date of the 
i9=ue But It can hold Govemmeut securities to the 
aggregate value of its share capual, reserve fund and 
three fifths oi the deposit habilitiea of the Banking Depart 
ment But of these, tho'e maturing after one year and 
tho«e maturing after ten years should not exceed it-5 
capital and reserve plus in the order of mention two fifth 
and one fifth of the deposit liabilities of the Banking 
Department The predominance assigned to short-dated 
securities is of course intended to save t from wide flue 
tuations in prices and ensure liquidity 

As the Governments agent and adviser the central 
bank IS sometimes required to perform diverse functions 
It manage" the public debt fceep=- transfer register* m 
respect of the stocks and certificates relating to it , floats, 
concerts or redeem^ Government loans i*sues and redeems 
Treasury bills , came* on exchange clearings and does 
other sundry business 

(3) The custody of th-' cash resurtes of the comnwrcia^ 
ban! 1 The central bank gradualiv became the custodian 
of the cash reserves of the commercial banks when the 
latter realised the advantage of keeomg an account with 
the former particulariy as it was the principal bank of 
i*«ue. le, the bank whose note* commanded the greatest 
confidence and the widest circulation in the country In 
fact, a balance with it served the same purpose as the 
money m their own tills Moreover, they regarded it a 
matter of prestige to come m contact with the banker 
to the Government The private banks of the eighteenth 
centurv England had realised all this and maintained 
their balances with the Bank ot England The joint 
stock bank too when they were established there, 
after 182r continued the traditional practice In other 
coimtrie* al«o the same happened With the establishment 
of the Federal Reserve Banks m the United States a 
new principle regarding bank reserve* wa«, however, 
introduced, namely, a statutory provision that commercial 
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banks maintam with the central bank certain 

minimum cash reserve'^ against their deposit liabilities 
This feature has been incorporated m the statute® of many 
central banks established thereafter In our own country, 
as we bare already ohserred in a prerious chapter all the 
scheduled banks are by law compelled to keep a balance of 
at least five and two per cent of their demand and time 
deposits respectively nith the Reserve Bank of India 

The centralisation of cash reserves whethei la d down 
by law or governed by tradition is of great significance as 
far a' the monetarj and hanking situation of a country 
is concerned It forms a basis of larger and greater crc iit 
elasticity in ho far as it can be put to work to the fullest 
extent possible during periods of seasonal strain and tiuer 
gencies It is conducive to economy in cash reserves, as is 
evident from the comparison of its figures before the estib 
lishment of central banks and after it m some of the ini* 
pottant countries of the world In an agricultural country 
like India the need of centralisation m order to relieve 
seasonal stringency is imperative but \ye are not in a pos] 
tion to say that the object has really been achieved, though 
the Reserve Bank of India rate remains the same through* 
out the year The difficulty i«, howevtr as we shall sef 
later on due to the absence of a contact between what are 
known as the modem money market and incligenf us money 
market of the country 

(4) Tho cuitotl / oj thenatton ■* imlalltc re^TL'' Evtrv 
central bank is required by law to maintam considerable 
metallic reserve First of all, there was a provision for 
its maintenance against note issues only, but gradually 
its necessity began to be felt against deposits also Deposits 
have now begun to play very important part in the 
monetary circulation of the advanced countries of the 
world But there are still many countries including Eng 
land in which there is no legal provision for metallic 
reserves against deposits Truly speaking, the central 
banks of these countries keep a much larger metallic 
reserve than what IS required of them if only the volume 
of note issue is taken into consideration It may also 
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be pointed out that «ome authorities regard the custody 
ot various reserves as its eharacteristic function perhaps 
because several of these have been naTied reserve banks 
for instance the Federal Reserve Banks of tbe United 
State® the South African Reserve Bank the Central Re 
serve Bank of Peru the Reserve Bank of 'few Zealand and 
the Reserve Bank of India 

(•>) There discount oj hills of cxcha i e Treo’^ury bills 
a I other suitable paper offered hi the commercial h inks 
b ll broker and dealers and similar fi lanctal in5tituti ns 
rtni (61 tie acceptance of the le ider of the last resort 
Couimercial banks bill brokers and dealer® and similar 
financial institutions do not usually approach the central 
bank for accommodation as lonfe, as they have not 
exhausted their own resources or failed to supplement 
them from those of outside Hence a central bank is 
known as a lender of the last resort and as it act® as such 
Eiamly through its rediscounting operations it i< con 
vement for us to take both these function < e (5) and (6) 
together But it may be said here that even tbe Bank 
ot England while it performed the function of redis 
count was not prepared to assume the re ponsibilities of 
the lender of the la t resort for a lone tine •ks late as 
IS^a It confined us funct on of ro di counting at firs to the 
bill of the type It had aKvay^ been accjstoncd to re dis 
count It was onlv at th*' end ot that vear when the 
holdings by the banks and other financial institutions of 
bills eligible for rediscount were exhau t d that it made 
fcOPie relaxations land that too not ungrudgingl In later 
cri es al«o U showed much reluctance but bv the %ear 187S 
when Bagehot s book ciz Lombar I Street vt published 
I had begun to recognise unequivocally itg re'ponaibrlUies 
a® such All the other older central ban^s also followed 
practically the same process of evolution and when the 
Federal Re'orve Banks of the United State® were estab 
L hed m 1913 the function had come to be regarded as a 
s> e qua non of central banking It i® ir tact this 
universal development which went a good dea to irnpre®® 
Upon «everal writers of repute incudmg Hantrev it® 
importance to a central bank The term ’•e-discountmg in 
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the ordinary «ense is applied only to first class trade and 
agricultural bills brought to central bank by commercial 
banks and other financial inst.tutions which are tempora- 
rily m need of funds and want to convert some of their 
short-term assets into cash But in the wider sense it is 
applied also to Tieasury bills and to shortterm Lollatcal 
loans to banks and other financial institutions against 
diverse securities Truly speaking this tendencv toward^ 
a wider basi« of re discounts has grown out or the re 
cognition of the responsibilities of the ender of the last 
resort and scarcitv of first class trade and agricultural 
papers In recent years, there has been a growing ten 
dency towards overdrafts and open credits as the means 
of financing trade Besides, the huge debts incurred by 
various Governments m connection with the last war have 
re'^ulted m enormous growth of government securities in 
which commercial banks and other financial institutions 
keep theip money ordinarily invested In times ot crises, 
therefore, only such 'securities can be offered to the central 
bank for forming the basis of ns loans ‘The function of 
re-di count is closely associated with the functions of note* 
issue and custody of cash re'erve* both of which when 
centralised in the central bank greatly increase the scope 
and extent of re discounting The privilege of note-issue 
enables the central bank to meet heavv demands for hand 
to hand currency, and the centralisation of cash reserves 
m the central bank gives it greater lending powers 
generallv'^ 

But this lacihtj should not be abused by the com- 
mercial banks In normal times they must depend upon 
their own resource*- Again, while a central bank should 
definitely regard it as an important part of its duty to 
help banks in distress and act as a lender of last resort, 
tb!^ does not imply that banks have an irrevccable right 
to unlimited accommodation from the central bank under 
all circumstances In India there has been a good deal 
of misunderstanding regarding it till recently, and the 
Eeserve Bank of India was very much blamed for not 


3 Ctntral Bankutg V H De Kocic page 103 
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giving accommodation to the Travancore National QuUon 
Bank when li fell in difficulty in the middle of 19J8 and 
ultimately closed its doon The position was made clear 
in the Bank s Memorandum, dated the 7th December, 1938, 
•on “Discounts tor and Advances to Scheduled Banks 
which IS as follows 

“In conformity with the usual practice of central 
hanks in other parts of the wor'd and with a view to pro- 
moting the development of banking on sound lines m this 
country, the Reserve Bank in extending its credit to the 
sobedu'ed hanks has to take into consideration not only the 
nature of the ^ecunty offered to it but aho the gjneril 
character of the investments of the applying bank, the 
manner in which its business as a whole is hiing con- 
ducted, whether for instance it offers exolU'ively high 
rates of interest m order to attract deposits, whether it 
seeks help from the Reserve Bank m normal times whei 
funds in the money market are ample and whether it has 
been oreitrading and extending an undue amount of credit 
for speculative purposes in coumortiiies or securities or 
indulging in unsecured business to ao exc»ssivi extent 
It IS ta be noted in this connection that the Reservb Bank 
IS erapewored by Che \ct to grant only temporary acoo n* 
inodalton With a need to ensuring that its cr* dit facilities 
are^not abused m any way, the Reserve Bank may oill 
for such informauon or impose such eondiiiofs on the 
borrowing scheduled bank as it may consider necessary, 
and a scheduled bank requiring assistance from the 
Reserve Bank is expected to suppiy such inforuaionas 
may be called for 

Like anv other ban , the Reserve Bank, fif course, 
re'erves the discretion to refuse to re discount the uaper 
of any particular bank without assigning a reason But 
scheduled banks which run on sound lines may always 
expect to receive ready assistance from th“ Reserve Bank 
in times of emergency or stnngancy sab;ert to their offer- 
ing suitable security ’ 

From this it i» clear that a central bank can, in its 
capacity of the lender of the last re®ort, al'O bring the 
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commercial bank« of the country to a standard ordinarily 
required of them In the United States of America also, 
the position wa‘= cleared by the Federal Reserve Bulletin 
of October 1937 

(7) The oettlement of clearance bilanca^ between the 
bap/ s This function has been adoptea by all central banks 
■as a matter of course or as a duty laid down by law the 
Bank o£ England in this respect too giving the lead Accord 
ing to Sprague it was m 1854 that the plan was first adopt- 
ed by It This was m fact a logical step for it after the 
assumption of the role of the custodian of the cash reserves 
of commercial banks Other banks followed suit By our 
experience we find that the cheques, etc drawn on any 
bank and presented by other banks on behalf of their cus- 
tomer® for payment, over any period tend to approximate 
clo'«elT the cheques etc on them received from its own 
depositors The daily balances between these banks may, 
however, vary considerably but these can he adjusted 
easily by means of debit and credit entries m their respec 
twe accounts in the central bank In case the clearing 
goes beavilj' against a particular bank for sometime and 
its balance with the central bank tends to fall below the 
minimum required by law or maintained by tradition it 
can re discount with it and thus provide to make up the 
difference The process is very useful First of all it 
facilitates settlements between different banks by means 
of a very simple operation, iiz , making entries m the 
books Secondly, it economiqp', the use of money in these 
operations Finally, it strengthens the banking system of 
a country by reducing the possibilities of cash withdrawal® 
during a crisis 

In some of the countries where clearing arrange- 
ments had been made long before tbe establishment of a 
central bank by the commerasl banks themselves or where 
the central banks did not take initiative m the matter in 
the beginning, there are of course independent clearing 
house institutions with constitutions and premises of their 
own But there too the central bank apart from being its 
member has to perform also the function of settling the 
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differences between banks at the end of each clearing In 
others, however, it usually provides for clearing house 
accommodation, frames rules for the conduct of the opera, 
tion, supervises it and finally performs the function of 
settling the differences as well 

In England, there are independent clearing houses in 
London and in eleven provincial towns, though in the 
former the Bank of England has got its office, and in the 
■-even of the latter it has got its branches The settlement 
1', however, effected through the Bank of England In 
London, where it has an ofRoe, and in seven of the provin- 
cial towns where it has got its branches it is done by 
cheques drawn on them respectively But m four towns, 
where there are clearing houses but no branches of the 
Bank, it IS done between the head offices of the banks in 
London by cheques drawn on their accounts with the 
London office in the «ame vvay as the differences in the 
Lordon clearing' 

In India, there were autonomous clearing house* 
institutions at the more important places even before the 
establishment nf the Reserve Bank, the conducting 
authority in them being naturalW the Imperial Bank which 
managed all affairs on behalf of all the members The 
Reserve Bank although empowered by -ection o8 (/I of the 
ket to frame rules for the regulation of clearing has not 
tound it nece«sarj so far to frame auv suchrulea and clear- 
ing houses consequently, continue to retain their previous 
autonomous character even V" It has, however, u«.en 
the conducting authority of some of them on its shoulders 
But there are even now. two places, , Calcutta and 
Cawnpore, where in spite of having its banking office and 
branch respectively, it has left the conduct of this opera 
tion upon other’ In the former, it is done by 4 supervisor 
appointed bv the General Committee < f the ‘Clearing Banks' 
Association, and m the latter by the Imperial Bank of 
India I he members do however, settle their clearing 
differences n all these places by means ofeheques drawnon 
their accounts with the Reserve Bank of India only There 
are places as well where the Reserve Bank has neither an 
office nor a branch, and hence in them Imperial Bank of 
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India 1 = not only the conducting authority but aho the 
agency for the settlement of the difference thereof 

(8) riie con Toi of creUt m acctrdance tciih the leeds 
of tmsin'“<t od uith a new to the maintenan’-e oj th^ 
mortetan/ 'ttandard adopted by the state This function i* 
m fact, the most important of all other« Shaw says in 
thi- connection. The one true but atthe «aine time all 
suffering function ot a central bank control of credit 
The mam rea'-on for thi' !•= that credit ha*- come to plav 
a predominant part m the settlement of mcJnetary and 
business transactions of all kinds It i> said that almost 
90 per cent of all payment m countries like Great Britain 
and USA are made by cheques ins'ead of coins and 
notes Ihi® being the ca«e credit ha*- become a powerful 
force for good or evil, and hence requires control in 
the best interests of the country Beside* its issue or 
withdrawal, ben g essentially a banking function, it« 
control should be ve«ted m a bank rather than in a 
State department and m one bank rather than in a 
number of bank* Regarding the object of control, 
It may be said that there is a great difference of 
opinion The traditional object and the one which till 
recent year® was the most predominant was that of 
keeping exchange rates stable In the ca«e of our own 
country, it applies even now But stability of exchange 
rates does not necessarily mean stability of prices and 
often it was accompanied by severe fluctuations m them 
If we give sufficient consideration to the question, we 
fled that the stabih«ation of prices is of greater importance 
than that of exchange rates It ts a matter of common 
knowledge that changes in the price level cause a host 
of changes and disturbances in the present day economic 
structure which m their turn bring about serious- mal 
adjustments with dire economic and social consequence® 
Besides, experience shows that the laying of greater 
stress upon the maintenance of stable exchange rates has 
often placed such countne* at the mercy of one or more 
of the principal countries This has been the case with 
India sirce adoption of ster ing exchange standard 
The monetary policy of the country has alw ays been based 
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Upon that of the United Kingdom, though tie conditions 
in them have not alivays b«n identical with the result 
that the interests of the former had so often to be jetti- 
soned In contradistinction to the maintenance ot the 
stability of either the exchange rates or prices as the 
object of the credit control, there is also the e'lmination 
or smoothing out of the business cycles It is being held 
these days m an increasing degree that the maintenance 
of a normal and steady rate of growth in business activitv 
and the prevention of booms or slumps should be its first 
aim and everv other, next 

As regards methods of credit control, we find different 
central banks using different methods at different times, 
and sometimes they have lo use more than one of them 
simultanecnislv Of these, bank rate policy and open 
market operations are very impdrtant VVe shall, however, 
take notice of them m a greater detail Hi the next chapter 
But the extent to which a central bank can control credit 
in any country is dependent upon various factors First 
of all, there is the stage ot development of the monej 
market and the degree of loterdepe/idence and contact 
between the central bank and the money market The 
majontv of countries do not have organised money mar 
lets In our country there are tjvo money markets — 
indigenous and modern— without any relation between 
them The indigenous market eeidom seeks accommodi 
tion frhm the modern, and the modern as we «hall >ee itcr 
on, seldom seeks accommodation from the central barDC of 
the country Then, there is the proportion of commercu' 
banks which are active members of the central hauling 
svstem Thirdlv there i= the degree of co operation be- 
tween the central hank, and the commercial bank* and 
finally there is the moral influence of the central bank not 
only over the iJanks but al^o over other finanen) jn«titi) 
tion'^ These vary in different countne-* But the central 
banks can improve the conditions l»y adopting a police to 
that end 

ITS REE-4nONS WITH THE STATE 

In view of the importance of the functions performi'<I 
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that a central bank should not Otdinatily undertake commercial banking 
functions ? 

3 Vhat do you understand by a complete monopoly or a residue 
monopoly of issuing rotes 7 'it'hen and how did the important central 
banks assume the complete monopoly of note issue 7 Discuss the ad 
vantages ol this ptivilege 

4 'yhat are the diHeteni methods of the regulation o< the issue of 
notes ? Explain and illustrate each cyie of them 

S. 'H’l'at do you understand by the term 'a banker to the Govern- 
ment ? Ate the central banks allowed to lend to their respective Govern 
ments 7 Show by meat of iltustiatioiis how restrictions in this respect 
have been mote than once violated 

6 Show how far the Reserve Bank ol India can help the Govern 
ment financially 

7 In what diflerent ways the cettital banks act af custodians of 
the r*serves oi the commeicial banks 7 Discuss the advantages of this 
ionclton 

S. What form decs the custody of the ration s metallic reserves 
with a certial ka k usually take 7 On what does the actual amount 
depend I illustrate your answer by examples 

0 What IS the relation between the functions of granting re di«counS 
Ing facilities and acceptance of the lender of the last re<ort 7 Shew hew 
file latter function has been gradually evolved Wfiat if the pol cy ol the 
Reserve Ba k ol India n this connection 7 

10 What IS the pnnople of clearing 7 Discuss its advantages 
What part doer the central bank play with regard roit? Illustrate your 
answer by means of examples taken from the arrangement m England and 
India. 

If 'What do you uidersfand by the term 'control cl creditbyihe 
central ba ik ? What sltouid be its aim ? hfention two of the most 
important methods of doing tt 

12 Whai i» the usual relanon of a central bank with its state ? 
Illustrate your answer by mea is of examples 


CHAPTER VII 

CE:J1RAL B\.NKING— (Contini/ed) 

Betore the krteat War of 1914-18, the principal 
method of credit control was the bank rate policy. 

BANK RATE 

j|/iu«</i<7 'ittd in p ttation B.xnk rate is tlie r-iteat 
■which a central canV ^ prepared to re di®count first cla«s 
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bills It IS fixed and announced every week on a particu- 
lar day as a result of the deliberations m a special meeting 
of the bank directors, and exc^t under most unusual 
circumstances, is not changed on any other day -kt 
present, it is al«o the rate at which a central bank is pre- 
pared to make advances to its member banks on the basis 
of first cla'S collaterals The change has been made on 
account 01 the considerable shortage of bills and increase oi 
Government securities and Treasurv bills The shortage 
of bills has been brought about by a number of causes, and 
the most important of them is the tendency of the commer- 
cial banks to grant overdrafts, cash credits and collateral 
loans in an increasing number to their customers. Then, 
formerly bills aros* also out the remittance business of 
the traders, hut no* a days it is not necessary The 
number of oonimeroial banks has been increasing and thev 
perform almost the whole of thi> business by issuing bank 
drafts All this IS true of London in the same way as of 
other places. Beside*, m London prior to the last war, there 
was a considerable discounting of foreign bills, as it was 
the only international market at that time But since 
then other places, and specially New York, have also deve- 
loped such market*, consequently the discounting business 
has been divided between them The number of foreign 
bills has also undergone a decline because of the impedi- 
menta to foreign trade as a result of the protectionists’ 
policy followed by different countries. On the other 
hand, the increase in Government securities and Treasury 
bills has been brought about by an increased indebted- 
ness of the Gove’-nments due to the last war and postwar 
difficulties. 

Application as a Afclhodof Credit Control, Bank rate 
policy, as a method of credit control, began to be applied 
fir*t of all by the Bank of England in 18^9 Prior to this 
bank rate was either 4 or 5 per cent. When the market 
rate of discount tended to fall, the Bank did not foUow it 
below 4 per cent , which resulted in its not getting anv 
bills. But the absence of the Bank s competition soon 
brought the market rate of discount to 4 per cent which 
again brought the bills to the Bank. The Bank was al^o 

6 
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English banks and financial houses to guarantee the pay 
ment at maturity of aiJ obligations of the firm of Baring 
Brothers which had tailed This resulted not onlv in 
allaying public alarm hut also enhanced the prestige of the 
Bank But graduallv newer methods of credit control 
such as borrowing from the London market raising its 
buying and selling prices for gold within certain limits 
an i arranging for or accepting credits from France and 
Russia also began to be adopted with a view to control the 
credit though it may be s ifely said that the main reliance 
prior to the last war and specially since the passing of the 
lSi4 A-ct was placed upon the bank rate policy Other 
central banks also took advantage of the experience gamed 
by the Bank ot England in respect of its adoption for 
credit control But nowhere it was employed to this 
extent and with this frequency According to Loubet the 
Reichsbank loentiat bank of Germany! changed its dis 
count rate 84 times between 187o and t jOO compared with 
16? times m the cave of tho Bank of England and Zs times 
in the case of the Bank of Prance There were certain 
reasons for it (1) London being a free go’d market was 
regarded to be the best place for the investment of foreign 
capital and as such when this capital was withdrawn as a 
result of complications and disturbances anywhere in the 
world there arose difficults The gold reserve of the 
Banl of England during this period was relatively small 
in comparison with the size of the British credit structure 
(3) The investment of British capital in other countrie 
resulted in a constant dram on the banking resources of 
Great Britain which in its turn resulted in a periodical 
tendency towards over investments over expansion of pro 
duction and trade and o-er speculation These could only 
be checked by raiding the bank rate and sometimes very 
drastically 

Bank rate policy could bo used as an effectivo method 
of control onlv on tho assumption that the changes in the 
discount rate of the central bank, would tend fc> bring about 
more or less correvponding changev in other money rate« 
A- close relationship existed in England between differ- 
ent money rates Bank rate •was, thus usually higher 
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than the market rate of discount This was, so to saj, 
a penalising rate, and the market sought for accom- 
modation from the Bant of England onl 7 after all outside 
sources had been tapped But it was also the lowest 
rate at which the Bank was prepared to re-discount 
first class bills , for inferior classes C)f bills it 
charged higher rates The rate charged by the Bank 
for collateral advances was also different from tins 
It wds * per cent above bank rate Upon the changes in 
the hank rate depended the changes m the market rate of 
discount The rate of interest allowed by the banks 
on deposits subject to seven davs notice was usually 
per cent below the bank rate In 19H the margin was 
widened to I per cent The call rate in turn was usua!l> 
fixed at J per cent above the deposit rate With regard 
to the rate charged by the banks on advances to their 
cubtomers, a margin of one per cent above the bank 
rate was usually mamtamed subject to minimuni of 5 
percent There were no doubt occasions when tins rigid 
relationship was not followed, hut ordinarily this wa** the 
practice SuJii other cc«ntrie» therfS »rjs no vuca fixed 
relationship between the bank rate and other rates, and 
hence, the bank rate policy of the central banks in tlio«,e 
countries did not prove to be a so very etfeotive weapon 
for the control of credit The factors upon which the 
extent of tho c'edit control of a ceotral bank d«pe id> have 
been already discussed* and it has bean observed that in 
none of the countries except England they could be found 
to perfection 

When the Federal Re>erve Banks be^an operation'! 
in 1914 they tended towards the adoption of th^ Bank of 
England- tLcbmque of credit control and took an active 
part in promoting the establishment of a well developed 
money n arive m New York They were no doubt 
successful, but the relationship between bank rate and 
other money ratt- was set up there a bit differently as 
compaf-'-d with London mainly due to diUerent condi- 
tions In Great Britain, banks did not -ee-c acconimo- 
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dation from the Bank of Gagland directlv What they 
did at the time of strmgeocv was that thev called up 
their loan® from bill brokers and other*: and refused to 
discount their bills This naturally compelled the marker 
to approach the lender of the last report which dictated 
Its own terms In contrast to this in the United States 
the member banks dealt directly with their Reserve Bank' 
i^ext while the hank rate m the former was the lowest 
rate at which accouimodat'on could be obtained from the 
central bank, it was not so jn the latter ‘Apart from the 
discount rate the Federal Reserve Banks quoted a buying 
rate for bankers' acceptances dea t wi'^h m the open mar 
ket, and this rate wa® naturally lower than the discount 
rate and frequently as low as the market rate for the pur- 
pose of assisting and mamtainiog a bill market Hence while 
the member banks got accommodation from the Reserve 
Banks bv discounting commercial papers at a higher rate, 
the market obtained it bv discounting bankers acceptances 
at a lower rate The result of this was that the bank rate 
policy could not be adopted as a method of controlling 
credit tli*te as it could be adopted in Great Britain. 
Thirdir, during tbe’gceater part of the career of the Federal 
Be'erve Banks, there wa*- a surplus of gold reserves in 
the United States, and this could be used as a basis for the 
expansion of currency To these may be added also such 
factors as the ivide scope and strong inchnation for specu- 
lative actmtv and the lack of independence on the lart 
of the Federal Reserve Banks in the matter of fixing bank 
rate The-e are instances of the declining of the Federal 
Rese-ve Board to sanction the increase of the bank rates 
proposed bv the Federal Reserve Banks at various times 
Dunng and for various periods after tbe last War, the 
central bank" cou d not follow bank rate policv, as they 
had to act in tbe inWe^t of the financial requirements of 
the state. But as soon as the international gold «tandard 
wac re'tored, and tbe central banks were freed to act in 
their own wav, tbe bank rate policy began to be adopted 
again with a view to control credit, though its importance 
a*: such tended to decline relatively to other methods of 
credit control, e g , open market op®rations, moral suasion. 
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Gibson, d risfe m it may be regarded as the amber-coloured 
light of "iarning of a robot system of finance and econo 
mico To quote Vddis ‘the '»ame i** a danger signa e 
red light \ ainmg to the business community or 
ahead on the course m which they are engaged h e 
a fall in it may be looked upon as the green igbt intiica’’ nfe 
that the coast is clear and that the shio of comm-rce s 
proceed on her va\ with caution 

APPLICATION Oi CHE OPEN MARKET POLICN As a 
METHOD OF CREDIT CONTFOL 

It has already been observed that along vith tne 
bank rate policy, Bank of England had begun to apply 
other po'icies al«o fo’- the purpose of the control of credit 
even before the War and po«l War period Out of them 
open ma’ket polioj continued to get greater and greater pro- 
minence, and at present instead of being adopted niereU as 
a subsidiary and complementary meth<^ to that of the bank 
rate policv, it is being adopted as an independent method 
This poUoi imphs' in fact the purchase or *ale by the 
central bank in the market of any kind of paper in which 
it deals, whether Government securities or other pub ic 
securities or bankers’ acceptances or trade bills But m 
practice central banks make purchases or sales o! only 
Gtovi-rnment securities— both long term and short term 
Other pub'ic secutuies are for obvious reasons disregarded 
by them, and thii has been made possible as a result of the 
enormous increase in the state floatation of loan®, bo*h 
long *erm and short term since the last Great War The 
principal reason for using this term for these purchases a^d 
sales 15 tha* in this case it is the central bank which goes 
to the market, and not the market which goes to the 
central bank 

But this policy may be effective only under cer'^ain 
condition® First of all it presupxmses that banking habit 
has con®ideiably developed m the count’-y and thatthe*e 
IS no surplu® money lying in hoards, which may be used 
for the purchase of the securities when they are «old by 
the central bank The effect may a>so be counter balan'’“d 
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if the «ecunhes are purchased br the foreigners who 
'end gold jn exchange for them Secondir i* >s 
Lece««ary that any increa«e ot decrease m the cash or 
bank balances of the conunercial bank® rnu't have it« 
repercussion directly on their tnsnufaotunng of credit 
There are many circumstances when commercial banks are 
deterred from employing increased ca®h or bank balances 
for the manufacture of credit or wee lersn Thirdly it is 
not only the question of the witlingne®s of the commercial 
bank® to act in the desired direction it is al«o the que«tion 
of the preparedne's of the entrepreneurs to take the ri«ks 
and the availability of the reliable borrower In the 
ab ence of both of these an expansion of credit does not 
lake place in spite of the willingness of the banks to do «o 
Conversely the prospects of busme®s and speculation mav 
appear so attractive to the entrepreneurs that the bank® 
may not be able to reduce their demand for credit even if 
they try to do that Fioally there i« the need of the 
velocity of the bank deposits to remain constant Ordins 
n V this velocity tends to increase during periods of rising 
business activity and decrea*© during tbo«e of declining 
business activity However m practice none of these 
cjrditiQDs are found m existence to the fui extent m anw 
of the countries But normally open market policy is 
considerably effective m at least the most important coun 
tnes these day* The eignificance of the ooen market 
policy is that its operations tend to increase hr decrease 
the supply of bank cash and that such changes ordinarily 
tend to bring about changes in money rates and credit 
conditions which in their owa (urn bnngabout correspond 
ing adjustment in the price level and general business 
activity If there is a break anvwhere the desired effect 
15 not obtained 

Speaking about thi pobey as far a® London is con 
cerned Crick, a London bank econorai® ®ays that the 
Bank of England can and does act fore b!v and dejib^ratejv 
to bring about by direct action on cash fe«erves either 
an expansion or contraction of bant d-»posit« and as «uch 
controls credit The main objective® of thi po icv bv 
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the Bank of England have been summarised bv M H 
De Kock m the following lines — 

HI to make bank rate effectiire or to prepare the 
ground for a change in the bank rate 

(2) to avoid disturbances m the money market as a 
result of movements of Government funds or seasonal 
movements generally 

(3) to offset the inflow and outflow of gold 

(4) to support Government credit in connection with 
the issue of new loans or the conversion of existing oan® 
and 

(a) to create and maintain conditions of cheap monev 
as an aid to business recovery The same may be said of 
the objectives of the open market policy of the Fede al 
Reserve System of the United States though with import 
antdifferences m degree or emphasis and in the «oale of 
operations 

The Reserve Banl of India too has been given the 
power to undertake open market operations if necessary 
and the conditions upon which the extent and effectiveness 
of these depend have also been sought^ to be created as 
far as possible But «o far there has not arisen any 
occasion for it to undertake these open market operations 

APPLICATION OF OTHtB METHODS OF 
CREDIT CONTROL 

A mention of some of these has already been made m 
-onnection with the discus® on of the bank rate policy 
method It has already been mentioned that prior to 1839 
the Bank of England adopted the methods of (0 rationing 
of credit by limiting the amount available to each applicant 
and (jj) the shortening of the currency of bills eligible 
for discount and m this year along with the adoption 
of the bank rate poliov it adopted the second method 
also and actually reduced the currency of eligible bills 
from 9o to 30 days It wa® also pointed out in the 


3 See chapter on the Resene Bank oMnd a 
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same connection that the bank followed gradually newer 
methods such ps borrowing from the London market, 
raising its buying and selling prices for gold within certain 
limits and arranging for or accepting credits from Prance 
and Russia In recent years some more methods have 
come in vogue But before dealing with them we mlist 
first of all, take up the method of the rationing of credit 
oncemore.as it appears to have acquired considerable favour 
by the present authoritanan states In fact it is in a 
large measure, a logical concomitant of national planning 
schemes adopted by them 

Rationing of CredtU Germany adopted this mtlhcd 
in 1924 in order to save the newly stabilised Rentonmark 
from going down It adopted the same in 19”Jasnell 
*' when the Pans negotiations m connection with Uu 
Young Plan led to the withdrawal of the money from tbs 
country and to attacks on the home currency A furthei 
occasion for its adoption arose in l®3l when Reit.h'-bank 
prevented the collapse of large bank- by fixing credii 
quotas In Russia this method has become an import 
ant factor in general economic policy of the State Bank 
Katzenellenbdum points out that the bank rale of the 
central bank 'is neither au index of the supply and demand 
ofloan funds nor a regulator of such 'upply', but that 
*tbe State Bank is guided by another principle in regard 
to the investment of its inflowing funds, namely, the ailoca 
tion of funds among financially sound credit aspirant* m 
accordance with a definite plan, and that ‘at times when 
the demands for credit exceed the State Bank*- available 
resources the State Bank i' obliged to d vide thc‘-e 

funds in some definite way among the enterprise which 
have need of them , 

Direct Action and Momt Suanjit Direct action 
may be taken to include moral suasion but M H Do 
Kock has tried to draw a line of distinction between 
the two According to him the former is said to embrace 
“ only those cases where the central bank decides or 
IS compelled to take coercive measures against a com- 
mercial bank*’ while the latter ** is applied to those cases 
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where the central hank endeavours to achieve its object 
by making suitable representations to the institutions 
concerned and relying on its moral influence and powei of 
persuasion These methods have been used in one form 
or the other at various occasions by central banks “either 
as alternatives to discount rate policy or to open market 
operations or in conjunction with them ’ In the United 
States of America when Federal Reserve Board refused 
to sanction increases in the bank rate and specially in 
1928 29, it pointed out these methods as alternatives to the 
proposal but on the authority of Clark, it may bo said that 
the experience of the Federal Reserve Bank's with them 
has been of such a nature that they may be regarded only 
as of limited value and should be used with caution They 
have been employed by Beichsoank also on various occa- 
sions, and perhaps with a greater success But this was 
due to the threatenings of drastic action which are only 
possible to be resorted to only lo a authoritarian state 

Cbongea m ‘Iinimum Cu h Reserues o/ Com ari al 
Banks It was noticed during the cour«e of the discussion 
of the cash reserves of commercial banks in Chapter V 
that in several countries there is a provision, for keeping 
a fixed percentage of the demand and time liabilities 
with the central bank In recent years central banking 
authorities have used the power of increasing or 
decreasing this limit It was first introduced m the 
United States in 1933 and amended in 1935 The \ct 
ga\e power to the Board of Governors of the Federal 
Reserve systeip to change the member banks reserve 
requirements by regulation “in older to prevent injurious 
credit expansion or contraction' In August J936 it 
was brought into use for the first time The reserve 
requirements were raised by one half The Board of 
.Governors said at this time, “it is far better to sterilise 
a part of these superfluous reserves while they are still 
unused than to permit a credit structure to be erected 
upon them and then to withdraw the foundation of the 
fetructure” The excess reserves of the member banks, 
hoi\ever, again increased, as the continued inflow of gold 
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had not abated and hence, the Board of Governors in the 
beginning of 1937, bad to decide once more to make a 
’ further increase in reserve requirements in two instal- 
ment®, and this brought them to double the minimum 
reserves existing before August 1936 In April 1938, 
however, the minimum reserves were reduced by 12} 
per cent from their new high level Other countne®- 
which have u'-ed this method recentU are New Zealand 
and Sweden 

No doubt, this method is a most useful addition to 
other methods of credit control, but at the same time, it 
has got certain limitations Fir«t of all, it may be pointed 
out that the reserves of all the banks do not increase 
or decrease simultaneously and to the same extent, and 
hence, it® uniform increase or decrease in the require- 
ments laid down by the central banking authorities may 
have different effect upon different banks Secondly, thi« 
method can bear the desired fruit only when those condi- 
tion® exi®t under which the method of open market policy 
can 1 e effective 

Ohanut^ in ^(argin Requtrfmentt of Security Loans 
The Securities Exchange Act of 19U provides to Federal 
Bescrve system with a further instrument of credit 
control, , to make changes in margin requirement® 
of security Joans As ts obvious, fhi® has been designed 
to assist the banks in controlling the volume of credit used 
for speculation in «ccantie« In 1936, the Board fixed a 
margin requirement of 56 percent for loans by banks or 
brokers to their customers for the purchase of stock 
exchange securities Then, in November *1937 it was 
reduced to 40 per cent 

Puhlicit\ All the central banks publish various 
periodical statements, report® and nJi'celJaneou® literature 
in one form or the other But nowhere has this been used 
so much with a view to control credit as in the United 
States Burgess hold® that the statement® of view® of 
official® of the Federal Reserve system “ have some 
time® constituted an instrument of police fully a® 
effective a® specific action which might be taken The 
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Eeichsbank has also made a considerable use of this 
instrument. 

CENTRAL bank's POWER TO ELIMINa.rE 
BUSINESS CYCLES 

It v; 1 iirnTeii out m the last chapter in connection 
with the credit control function of the central bank that 
one of its objects is also the elimination or smoothing out 
of business cycles and that it is being held these days in 
an increasing degree that the maintenance of a normal 
and steady rate of growth in business activity and the 
prevention of booms or slump** should be the first aim and 
every other next Before taking up the success or other- 
wise ot the central banks to achieve this end, we must 
first ot all understand what we mean by the terras ‘ busi- 
ness cycles,’ ‘ booms ’ and ‘slumps' The term ‘business 
cycles has been derived from the cyclical nature of fluc- 
tuations in business activities Wesley Mitchell defines 
a business cycle 'as any single succession ol expansion and 
contraction of business activity, ».e. between one period 
of prosperity and another, or between one depression and 
another, irrespective of whether the transition from pros- 
perity to depression is of the nature of a crisis or merely 
a mild recession" On this basis M H De Kook holds it to 
consist of four successive phases, vtz., prosperity, recession, 
depression and revival Of these, prosperity period goes 
by,the name of boom period and that of depression by the 
name of slump period As regards the causes of this 
tendency, they are both monetary and non-monetary and as 
far as monetary causes are concerned they can be held m 
control by the banks to some extent if not to the fullest 
extent. After a period of expansion and prosperity, reces- 
sion or crisis is brought about only because of exces- 
sive speculation. To quote M H De Kook again, “in a 
period of prosperity and expanding activity a spirit of 
optimism and enterprise naturally prevails At ■such times 
profits are easily made in business and to make still great- 
er profits the business community seeks to increase its 
turnover and call upon the banks for increased accommoda- 
tion As a result of such constant pressure, banks may be 
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induced to extend credits more freely to manufacturers 
and merchants who m turn are encouraged by the evidences 
of prosperity to extend credit more freely to their own 
customers Under such conditions ot easy and excessive 
credit the ratio of business turnover to capital and the 
volume of trade and production of consumers a** well as 
capita! goods tend to grow more rapidly as time goes on 
In due course '•peculative activitv becomes mfense and 
a boom psychology prevails The process of increasing 
profits, expanding trade and production, growing specu 
iative activity, and rising prices of land, commodities and 
securities cannot continue indefinitely however “ooner 
or later, the tide must turn, when the opposite tendencies 
are set m motion and prevail until they have spent their 
force This speculative activity must bo checked, and 
no doubt banks have no means to bring about a change 
in the psychology to a very great extent, yet they can 
check the people from giving bent to it at least to some 
extent by withholding credit for such purposes and thus 
eliminate recession Sykes has drawn three important 
points from bis analysis of the steps leading to a recession 
or crisis, inx , (t) there must be a speculative spirit abroad, 
(^) speculation acts by means of its el^ccts upon prices, and 
(3) speculation acts upon prices by means of an increase 
in credit, and says that banks can by controlling credit 
control prices and hence speculative activity and thus 
eliminate recession And, as a central bank isaleat^Hi 
ot all the banks, it can always look to their general torn* 
and give them warning and help such as take heed of it in 
ca«e they fall in trouble 

TEST QUESTIONS 

1 'K'hat do ycu understand by the term bank rate ? Wha hasled 
to a change in Us nature m recert years ’ 

I Show how bank rate policy assumed greater ard greater impot 
tance ai a method ot credit control in Encland and o'her countries m tiie 
nireteeth century '»'hy is it that it has lost *« ground since the Great 'Wat 
cl I9Ii— IS’ 

3 was the re alion between the bank rats and other rates in 

the London money rnarket ? In what ways did the bank rate o* the Bank 
ot England diller from those ol the ether central banks ? 
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4 Bank fate policy a'i a method of credit control was ne ther so 
very ettective nor resorted to with such ireouency in other countries as in 
England hat vt as the reason for it 7 

5 Whit do you understand by the term open market operation ’ 
On what does its successful adoption depend as a method ot credit control ? 
Explain yourselt clearly 

0 Write short notes on the followio* methods ot credit control — 
(Ij rat onin$! of credit ( 2 ) shortening of the currercy ot bills eligible for 
discount (3) direct action (4) moral suason (5>ehangesin irinirru-n cas 
rt‘eive« 6^ changes tn margin requitenents and (7) pubi city 

7 SVhat do you undeistar^ by the terms business cycles boors 
and slumps ’ Has the central bank power to check business cycles ^ 


CHAPTER vm . 

RELA.TIONS OF A BANKER TO HIS CUSTOMER 

In order to imderstani the relations oi 6- bc^nl^er to 
hi« cuslom9>t we irhou'd have a cleat idea of them We 
have already discusse<\ a ‘banker m Chapter I A 
customer ‘must have cecogmsable course of nabit of deal- 
ing in the nature of the reoular banking business and as 
the transaction'! peculiar to real banking busmens' consist 
of only deposit and withdrawal, a customer must haye an 
account with a banker. Persons doing business ancillary 
or allied to real banking busme'is are not customers of the 
bank The u«e of the word ‘regular m the above defini- 
tion doe** not in an\ way 'suggest that some period must 
elapse after opening an account before one can be entitled 
to be called a cuitomei In the case Commissioner of 
Tixntion v’i Enqlieh Scottish an i ditstfalian BatiK, Ltd , 
It has bien laid down that ‘customer signifies a relation- 
ship in which duration is not of the essence, and includes 
a p-^r'on who has opened an account on the dav before 
paving in a cheque to which he has no title 

A customer may open (1) a current account (2) a 
five I deposit account, (3) a savings bank account etc 

1 Opentntj of a Current Arcoun* If a person wishes 
to open a current account with a banker, lie must be intro- 
duced to him by one or more of his old customers Usually 



?6 PBI1.0IPLES AND PRACnCE OF BANKING 

a letter for opening an account is addressed to the banker 
in a prescribed form Space 13 provided at the end of this 
letter for the “ignature and address of the person or per 
sons introaucing him The customer is also required 
to^ire bis specimen signature on the autograph book of 
the banker This should be m the usual form, as hjs 
signature in future is al^\ays compared with it and in case 
of a slight difference between the two difficulties may arise 
Scores of cheques are returned daily by the bankers m 
thi^i CQuntrv with the remark Drawer s signature differs 
He then makes hia first deposit The banker on its 
receipt issues a Pa s Book, a Pay in Book and a Cheque 
Book 

Pass Book IS the copy of the customers account m 
the ledger of the banker which is occasionally sent for 
being made up The customer must examine it carefullv 
and refer the m takes if any to the banker within a rea 
eonabie time. 

Pay in Book consists of blank pr nted slips called 
pay in slips When money is deposited in a current 
account the actual amount u entered in the pay in slip 
The foil is retained by the banker and the counterfoil 
18 returned with the signature of the cashier It may be 
referred to in case any dispute regarding the money paid 
in by the customer arises 

Cheque book consists of blank cheque forms They 
are all of an uniform sire shape and design Withdrawals 
can be made out of a current account, gene ally by mean*, 
of cheques although ■aritten orders can also be issued 
But as a protection against fraud and to ntaintam uniform 
ity banks do not encourage this practice Cheques ar 
supplied free of i.»iarge An application for anew cheque 
book i« required to be made on a printed form whicr is 
found near the end of the book 

2 Opem y 0/ a Fixed Depoatt Account On making a 
deposit in this account a customer gets a Deposit Receipt 
which IS not transferable After the expiry of the fixed 
period for which money is deposiitd the deposit receipt 
has to he presented by the depositor in order to w itlidra v 
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the sum In case renewal is de«ired, a fresh receipt is 
I'sned. No amount can be withdrawn before the due 
date If the customer is in need of money he may reque t 
the banker to gire him an advance on the security ot the 
deposit Sometimes he is allowed to withdraw 'uch. 
deposit before the due date provided he is prepared to fore- 
go interest for the period it has remained in tbd bank 
Interest is allowed only for the fixed term, and if monev 
i® left after it, there la a lo«s of interest 

3 Opening of a Savtngs Bank Account This account 
can also be opened like a current account by making an 
application, and the customers signatures are requir^ to 
be made on the autograph book m this ca=e as well Again 
he Is also supphed with a pa«s book and «ometimes pav m 
book and cheque book also hen the«e are not supphed, 
ordinary forms are required to be used for both depo«i‘s 
and witbdrawalo, and the pass book must be pre<pntec at 
'*^he e times Interest is allowed m this account on 
minimum monthly balance^ 

Let us now come to our mam topic of the relanons 
of a banker to his customer They are numerous and 
complex but for our convenience we may divide them in*o 
three headings, tu , (1) Principal. (2) Subsidiary, (3) SpeciaL 

1 PRLSCTPAL RELA'^O^SHIP 

The principal relationship between a banker and 
hi- customer is that of a debtor and creditor Usually 
a customer estah'ishes it by depo«itmg money wi^h 
the banker, and m such a case the former become- a 
c~editor and the latter a debtor But, somehme tae 
tanker may grant a loan to his customer, or allow nim 
*o overdraw his account In that case he may become a 
creditor and the customer a debtor The money depo«it*>d 
w ith a banker is not given to him on trust. It is lent to 
him so that he may make its use m his bu«me=« Bu* 
tnere are cases where a banker is placed m the po i- 
tion of a trustee In the case Oficial Assignee of Aladros 
7 
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vs. e7 W Irunn it has been laid down that m case a reinit 
tance is sent to a banLer with instructions to purchase 
shares in a certain company and the bank buys some shares 
but before completing the rest of the purcha«e it fail« it 
stands in the position of a trustee to the remitter, and 
therefore must refund the entire unspent balance to him 
But this must he distinguished from another case 
vtz O^cinl Asaiqnec of Iludra^ ts D Rajnram Avjar 
where it was held that in case a person had an account 
with a banker and asked the latter to buy certain =ecnTitie-> 
out of the money which the former agreed to do but failed 
before doing so the agreement did not make the banker 
trustee for the amount in deposit If a banker receire-. 
cheques and bills, etc from his customerfor collection 
their proceeds unless something is settled between them 
to the contrary are also not to be hdd in tru«t but to be 
treated as a debt 

Certain ^ecuftanties o/ tAe fi«/a(tonsA$p This reia 
tioQship has certain peculiarities and the ordinary rules 
applicable to a loan do not apply to it First of all when a 
banker accepts a deposit from a customer he can repay it 
only on his request and oot on his own initutire as is 
possible m the case of an ordinary borrowing L J Atkin 
in the course of his judgment in Joachtmson rs Sunss Bank 
Corvorahon observed this very clearly He also said 
that It Is a term of the contract that the bank will not 
cease to do business with the customer except upon 
reasonable notice Secondly the decision in this case also 
implied that the ordinary statute of limitations could not be 
applied to balances lu the accounts which had remained 
dormant for more than three yeors in this country and «ix 
years m England In fact, bankers bod never been jn tne 
habit of taking its advantage Thirdly, in “uch a case the 
banker enters into an implied contract to repay the amount 
in the manner directed by the cuitomer The U'Ua! 
iii«tTumeiit employed by the customer for hi» directions is 
the cheque If a banker pays away an> amount against the 
d rections contained therein, either through fraud misre 
pre«entationor an error, heisheldlubleforit to his customer 
Exception must be made in those case* where he is pro 
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tttcted by statute He cannot also dishonovii b\s custotnei's 
cheques except under certain conditions It may be said 
that m all oasea, the banker is liable onlv to his customer 
and not to a third partv — the holder ot a cheque Fourthly 
and finally, a banker is bound to maintain perfect secrecy 
as regards the ai^count of his customer except on ‘reason 
able and proper occasions As regards such reasonable 
and proper occasions no mention has been made any- 
where in the law But it inav be presumed that he may 
disclo a it under one of the following conditions — , 

lal When he i' ordetal to do so by a court of law 
ihis Is possible iti case the customer is a judgment-debtor 
of somebody else 

(6) When the customer himself directs him to do so 
Such a direction mav be implied or expressed 

(c) When it becomes necessary for the protection of 
his interests Supposing a litigation is going on between a 
banker and his customer, and the former has to disclose 
the stite of the account in connection with it 

(rf) When it becomes a public duty This la a very 
vague term, and the banker must exercise his own discre- 
tion in determining whether a particular instance con. 
sfitutts this. 

He can, however, give out informations regarding 
the general position of the account in case somebody wants 
to be acquainted u ith it probably with a rieu to enter 
into business relation* uith him But this must be done 
with '■poual care 

Piotectiotti Affardel f> n Banker bv Statutes The 
usual practici- fora banker is to keep a specimen of his 
customer s signature and carefully tally it with those on 
cheque*, etc , drawn bv him before making any payment 
whatsoever on their basi* If the drawers signature is 
forged or unauthorised, however clever the forgery, the 
banker cannot debit hi« customer’s account in case he 
makes the payment But theie is an exception to this rule, 
and It 1 * where the banker can prove that this payment 
made bv him was due to negligence imputable to the 
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customer. There js no statute to this end, but the 
position has been made clear in the cour«e of certain 
important judgments C J. Best in Younj vs CVoresanl 
that the banker cannot be called on to pay, if he has paid 
more than what he ought to hare paid because of the fault 
of the customer Though this is more applicable to a case 
where the customer draws a cheque so negligently 
that a forger has the chance of altenng the amount, it 
may hold goad in the case of a forged signature af«o 
But negligence imputable to the customer must be 
clearly distinguished from mere carelessnes* In the 
case Scholfield vs Landasborough, Lord Halsbury dur- 
ing the course of his judgment observed that if the 
customer by any act of his induces the banker to act upon 
the document, by his act or neglect of some act usual 
in the course of dealing between them, it is quite intellu 
gible that ho should not be permitted to set up his own 
actor neglect to the prejudice of the banker whom he 
thus ihisleads or by neglect permits to be misled A 
customer is also under obligation to inform the banker 
as eooR as it comes to his knowledge that bis forged 
Signatures have been made, and any violation of this 
rule IS sure to prejudice his interests In Oreeeaood vs. 
»/urtin Ltd, where a customer of a bank discovered 

that his wife had drawn forged cheques on his current 
account but remained silent for nine month« and when 
she died thereafter he claimed to be credited for all the'*® 
amounts on the ground that the banker had paid forged 
cheques, it was held that the customer’s silence until 
after the death of the forgef resulted in bank s loss of 
its right against tlie forger and, therefore, he was stopped 
from relying on the said forgeries A banker is also 
protected agawst fiabihly for payment on forged endorse- 
ments provided he takes reasonable care in meeting the 
cheques in good faith, without negligence, and in the 
ordinary course of business In this country the position 
as described by Section 85 (J) of the Indian Isegotiable 
Instruments Act is quite simple and clear It lays down 
“where a cheque payable to order purports to be erdorsed 
by or on behalf of the payee, the drawee is discharged 
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by payment in due course The English Bill of Exchange 
Act, Section 60 also lays down the same pnnciple It 
may however, be said that the protection does not extend 
m the case of payment on a bill of exchange domiciled 
with a banker The question whether a particular 
endorsement purports to be that of the person bv or under 
whose authority it was required to be made is difficult 
to answer But the banker* answer it by exercising 
their own common sense in the light of certain decisions 
of tbeicouits and mercantile usage We shall loot to them 
m greater detail in connection with the method of endorse- 
ments The terms 'in good faith ‘without negligence’ 
and ‘m the ordinary course of business are also important 
Payment of a crossed cheque to any one not a banker is 
not in the ordinary course of business Or, again, the 
payment of a cheque after or before the business hours 
IS not in the ordinary course of business and so on For 
all such cases, however, we may refer to the conditions 
under which cheques may be dishonoured ‘In good faith' 
means payment without any knowledge of the defect m 
the title of the bolder, and ‘without negligence means 
payment after taking proper care to the effect that the 
payee is the person who should really get the payment 

Cadorsemeots 

Section 15 of the Indian Negotiable Instrument Act 
define* endorsement as follows * When the maker or 
holder of a negotiable instrument signs the same other- 
wise than as such maker, for the purpose of negotiation 
on the back or face thereof, or on a ^lip of paper annexed 
thereto or so signs for the same purpose a stamped paper 
intended to be completed as a negotiable instrument, he is 
*aid to endorse it and is called the endorser. Here 
the phrase ‘for the purpose of negotiation is important, 
and further it may be said that this implies the delivery 
of instrument by the endorser to the endorsee Section 31 of 
the English BillsofExcbange Actclearlv lays down that “an 
endorsement means an endorsement completed by delivery 
A partial endorsement is of course not allowed, it should be 
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always for the entire amount In ca«e endorsement is 
made on a separate piece of paper and this is usuallv done 
when there is no space on the back of the instrument «o 
as to allow further endorsements to oe made on it the 
separate piece of paper is know as an ni/ontje and mu t be 
fastened to the instrument Usually first endorsement on 
an allonge is made in such a way as to be written both on 
an instrument and the allonge 

Kinfta fij Endaractnenfs The endorsements may be 
any of the following — 

1 BLANK (GEVER4L OR Simple)— I n this case there 
IS only the signature of the endorser 

2 Special (Quaiified op full'— I n this case 
there is also the name of the endorsee 

3 Partial— I t means transference of only a part of 
the total amount This i« however not legal 

4 ReSTRTCTUB — ( n) Where it prohibits further nego 
tiation but not transference en pay to Shysm only (b) 
where it restricts the endoraee to deal with the proceeds 
only as directed e q pay to Sbyam for my use The 
tenker is not bound m this case to assure himself that the 
proceeds will be used for the purpo«e required It has the 
effect of binding only the endorsee 

5 Sans Recourse— W here the endorser makes it 
clear that the endorsee and subsequent patties to him 
should not look to him for payment in case the instru 
ment is not paid by the drawee cq, Sana R^co ir^e 
Jai Raj Behan 

6 CoNDITIONaI Where the payment is to be made 

on the fulfilment or non fulfilment of a condition c q pav 
to Ram Lai on' marrying Kalawati But this condition 
may bo disregarded by the banker 

7 Facultative — W hen an instrument of ere lit is 
dL honoured by the drawee it is the duty of its holder to 
give a notice of the dishonour to the drawer and all the 
parties previous to him liable thereto But in the case 
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purport to have been made by the endorsers themselve®, 
and what is of importance to a banker is not whether they 
have been really made by them but whether they purport 
to have been made by them But in case they are made 
on behalf of somebody else, courtesy titles may be added 
to the names of those persons on whose behalf they are 
msde, e g. 

For Mr Shyam Lai, For Messrs Ram. Lai Shyam Lai, 
Ram Lai, J Biswas, 

Personal Secretary. Manager. 

In certain countries, such as France and Germany, 
courtesy titles are added to the signature and hence in 
such places, the banker may regard them as regular 
What has been said atove is only with regard to 
courtesy titles and not professional, academical and dis- 
tinction titles Thus Ram Babu, Pb D , FaushsI Kishore, 
Bai Bahadur , Tej Bahadur Sapru, Xt.ClE, cannot be 
'iyritten as Br Ram Babu, Bai Bahadur Kaushal Kisbore. 
Sir Tej Bahadur Sapru respectively Unmarried women 
can add *Miss* and married women ‘Mrs* within bra- 
ckets after their signatures to denote whether they are 
unmarried ormarri^ TbusSbanti Devi (Miss), Kamini 
Bai (Mrs ) will be correct and not Miss Sbanti Devi and 
Mrs Famini Bat Finally, if an endorsement is made on 
the authority of somebody, such authority mu«t be named 
In case, it has been bestowed through a law court, the 
word« per procurationem or their abbreviations, e q Per 
Pro,p p must be placed before the payee’s name Other- 
wise the situation or ofRce roust be mentiooed immediately 
after the signature As for example 

P. P Bara Lai, For Ram Lai, 

Shyara Lai Shyam Lai, 

Secretary 

The following are also regular 

Ram Lai, Ram Lai, 

By his attorney Shyam Lai. 

Shyam Lai Secretary 

When the payee is an illiterate person, his thumb 
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impression or mark must be properly witnessed As 
far as possible the witness must be the banker’s pre- 
vious acquaintance Generally his full address is desired 
bv the banker The endorsement in this case will appear 
as follows — 

Name Thumh Impression Witness 

Jeewan Jyoti (Impression) Sheo Kumar Singh, 
15, Zero Road, 
Allahabad 

In the case of a cheque payable to more than one 
individual, the endorsement must be made by uH If they 
constitute a partnership firm, any of the partners may 
write the name of the same, e q for a cheque payable to 
Messrs Ram Lai Shyam Lai (a partnership firm) any of 
the partners may write Ram La) Shyam Lai But usually, 
a banker also requires the mention of the nutue of the 
partner making the endorsement eg, , 

For Ram Lai Shyam Lai Ram Lai Shyam Lai 
Ram Lai. Ram La) 

In case the endorsement is mode by somebody other 
than a partner, he must mention the authority also 

If a cheque is made payable to ‘Messrs James,” it 
iiiaj be endorsed as “James and Son,” or “Janies end Sons,” 
or “James and Brother,” or “James and Bros ” “James 
and Co ’ Will, however, be irregular as “Messrs James ’ 
signifies a large number of James. But it is not good to 
draw cheques in this form 

In the case of a joint stock company or any other 
institution, the regular form of endorsement wiU be — 

For Northern India Trading P P Northern India Trading 
Co., Co , 

J Biswas, j, Biswas 

Manager 

For C A -V. High School C A -V High School, 

Bern Prasad, Baldeo Prasad, 

Headmaster Manager 
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The following will, however, be irregular a« they are 
personal endorsements 

J Biswas, Beni Prasad 

Manager, Headmaster 

Northern India Trading Co C A V High School 

Baldeo Prasad 
Manager 

C A. V High School 

It is a well known legal principle that an agent can 
not delegate the authority conferred on him by his pnn 
cipa! and herce anv endorsement made for an agent is 
irregular 

A cheque payable to trustees must be signed by all 
the trustees Bankers refuse to accept a p‘>r pro endorse 
ment or an endorsement of a single trustee on behalf of his 
CO trustees. This rule is very necessary owing to the 
strictness with which the courts always safeguard the 
interests of «the beneficiaries of a trust The knowledge 
that the trust funds are being dealt with imposes on all 
those to whom such knowledge can be imputed the neces 
sity of more than ordinary precautions for the prerention 
of fraud ’ The endorsement must indicate the name of 
the trust also 

In the case of executors and administrators however 
an endorsement b\ a single executor or alirmistrator on 
behalf of the body of executors or administrators is regular, 
e <j 

For self and co executors of Mr Shyam Lai 
J Gangola 

A cheque payable to a married woman in her h 1“ 
hands name e q Mrs J Biswas should be eudorstd as 
Bama Bai wife of Mr J Biswas A cheque payable t a 
Christian Miss say Miss Elizabeth Jones, will be endorsed 
after her marriage with James Smith as Elizabeth fames 
nee Jones 

There are some more points regarding th*- mf-thxls 
of endorsements which may also be taken up here 
2 Please eonsulf Sykes Bank g and Currency page 143 
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Though an endorsement in pencil or made by a stamp 
IS valid, it IS not accepted by a banker Where the payee 
or endorsee presents a cheque in person, it is usual for 
the banker to insist on having his signature on its back 
This IS not an endorsement as it is not made for the 
purpose of negotiation, while we have seen already in 
the definition of an endorsement that it is an essential part 
of it This IS a receipt for the mhney which the banker 
pays If the payee or endorsee, whoever the person 
presenting the cheque be, refuses to sign a** such, the 
banker can demand a receipt and this if for an amount of 
Rs 21) or more in India, and of £.1 or more in the United 
Kingdom must bear a revenue stamp Penalty for refus 
ing to give a receipt is very heavy and so it should not be 
refused It may, therefore, be said that there is no gam 
by refusing to put the required signature, and as there is 
no liability in doing so. it must be put without any grum- 
bling or anything like that If a cheque is pavable to a 
fictitious or non existent person or to wage®, rent, etc it 
must be treated as payable to bearer If a cheque is 
originally drawn payable to bearer, it remains a bearer 
cheque both under the English Bill of Exchange Act and 
the Amending Indian Negotiable Instruments Act (11)34), 
notwithstanding endorsement in ful! or blank. 

Conditions under which Cheques may be Dishonoured 

It was said m connection with the peculiarities of the 
relationship of a debtor and creditor between a banker and 
his customer that the former cannot dishonour the latter s 
cheques, except under certain conditions Herein we must 
look upto these 

(1) A banker dishonours his customer’s cheques for 
want of regular endorsements. 

(2) He does so if the signature of the drawer on it 
does not conform with the specimen -ignature with him. 

(3) If the cheque is a po«t dated one , t e , if it beats 
date which is as yet to arrive as he is not allowed to debit 
his customer so long as the date which it bears does not 
arrive, and hence, in case the customer becomes bankrupt 
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or lunatic, or dies in tho meantime, he loses the amount 
if already paid If a post-^ated cheque has been paid, 
and due to this payment, there is no sufficient balance 
left to enable the banker to pay a regular cheque, he cannot 
dishonour it. The regular cheque must be honoured, if 
there would have been sufficient balance to enable the 
banker to honour it had the post dated cheque been not 
paid The customer has al«o got the right to stop the 
payment of a cheque before its due date In case he does 
so the bhnker stand® to lo«e if he has already paid it 

(4) If it IS a crossed cheque and not presented 
through a banker It must bo remembered that a cro«®ed 
cheque cannot be paid on the counter of a bank 

(5) If It IS a stale cheque, le.iftbe date on it is of 
a day six months previous to the date of presentation 
There cannot be any objection in the payment of 
anr other ante<dated cheque, t e , one bearing a date 
previous to that of the presentment but not more than six 
months. 

(6) With regard to the trust fund®, if he has sot the 
least doubt regarding the u«e of the amount proposed to 
be withdrawn so long as it is not removed It has already 
been observed that a banker has to be extra-cautious in his 
dealings in the trust fund® 

(7) If there is any doubt regarding the amount It 
must be the same both m words and figures A. banker 
may make the payment according to what has been 
given in words, though the better cour ®0 is always to 
refer it to the drawer. All alterations, specially tho«e 
in connection with the amount mu«t be initialled by 
the drawer 

(8) If there is no balance left in the customer s 
account to enable the payment of a cheque to be made If 
an arrangement for an overdraft has already been made 
the cheque mu«t be honoured Such an arrangement 
cannot be cancelled without giving an adequate notice If 
a banker has made a mistake in striking out the balance 
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of a customer’s account in the pass book, and the customer 
atfting on the basis of such a balance has drawn a cheque, 
the hanker must honour it He has, howe^rer, got the 
right to claim the amount from his customer 

l9) If the drawer himself has stopped the payment 
A banker has to obey all commands of his customers re 
gardmg his account 

(10) If the customer is declared to be bankrupt, or 
lunatic, or if he dies 

(ID If an appropriate court of law serves a garnishee 
order If A has obtained a judgment against B in a court 
of law, such judgment may be satisfied by levying execution 
against B s property, or by appointing a receiver, or by 
obtaining the service of a garnishee order on any person 
known to have funds of the judgment debtor in bis hands 
If, then, A knows that B has an account with a banker, 
he mav get a garnishee order served on him the garm«bee 
order being a warning issued by the court of A'a charge 
on B's account and forbidding the banker to hand over such 
fund, or to deal with it m any way to the detriment of A 
Even if the balance to the cr^it of B's account is Bs 1,000, 
and the amount of the debt is only Rs 100, the banker has 
to dishonour all cheques, since the order charges the whole 
account. 

Seasons generally assigned by tbe bankers for dlsbononr- 
Ing tbelr customers' cheques 

The following are usually the reasons assigned by a 
banker for dishonouring a cheque 

1 Refer to drawer (B/D) — .This is a very vague 
term It means that there is sometbmg wrong with the 
cheque It is usually put down m case there is no sufficient 
fund to the balance of the drawer s account 

2 Not arranged — This means that tbe customer s 
particular account on which the cheque has been drawn, has 
not got sufficient balance to enable the banker to make the 
payment, though there is a balance in other accounts and 
payment could be made, had a tran'ifer been arranged for 
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bv the drawer The banker ha" however, got the nght 
to make the payment br tran^ferriDg the necessary amount 
from the account having a surplus balance 

3 EFFECrs NOT NET CLEARED, PLEASE PRESENT 
AGAIN — It sometimes happens that a cheque is presented 
for payment 3u«t at the time when the drawer has paid into 
hi*> credit certain cheques \Nhich have not been cleared 
Under such circumstances the cheque is returned with the 
above remark 

4 Exceeds arrangement— T hi» again shows 

shortage of funds It may be possible that the amount of 
the "heques is more than the amount of the overdraft 
avai’ab e or the amount of the transfer from other accounts 
js a% ailahle 

5 Insufficient Fond*— T his clearly shows that 
the fund-, are net sufGcient to enable the pavment of the 
cheque Thi* remark should be avoided as far as possible 
Reason number (1) may be assigned to indicate it 

6 Pull COIERS not BECEUED— Ihis l« another 
remark tueaning the same as vo) 

7 Payment STOPPED B\ the DRA^^EB— This term 
IS vpif explanatory 

8 DRAWERS SIONATOKE DIFFERS The banker 
keep an autograph book in which it has the specimen 
signature of all the customer* Vhen o cheque is present 
ed to the bank the signature on it is confirmed with the 
specimen signature m the aitograph book The terra 
indicates that the two signature* differ 

9 PAtEtS ENDOBSbMENl IS INCOMPLETE OR 
required irregular ILLEGIBLE— In the blank space i« 
filled 1st no rd, etc as the case maN be This indicates 
that the endor e nent of the particular payee is incomplete 
or required or irregular or illegible Complete endorse 
ment means signature along with all the suffixes as given 
in the body of the cheque or m sub:,equent endorsements 
Irregular means not according to the regular practice 

10 ENDORSEMENT REQUIRES BASK S GUARANTEE OB 
CONFIRMATION — In Case a cheque is presented through 
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a bank and there is any doubt with regard to a particular 
endoTbement, it may be referred back to the collecting 
bank for guarantee or coufirmatiou In case dt its turning 
out tj be forged later on the collecting banker is held 
liable 

11 DRAWER’S SIGNATURE REQUIRED— Thi« remark 
mav be put in case the drawer has nij«sed to sign 

1' Cheque is motilated/post-dated/out of 

DAlC — A mutilated cheque is not paid In case it has been 
accidentally torn the drawer must certify the fact on the 
face of the cheque itself Similarly, a post dated cheque 
IS not paid so long as the date given on the cheque does 
not arrive A cheque more than C months old becomes 
out of date and is not honoured with the consent of the 
draw er 

13 AMOUNT IN WORDS AND FIGURES DIFFER— The 
banker may pay the amount in word®, but he can also 
return the cheque in this case with the above remark 

14. CROSSED CHEQUE MUST BE PRESENTED THROUGH 
A BANK A crossed cheque cannot be paid to anybody eNe 
except a bank 

lo Clearing stamp required The clearing bank 
ought to put Its stamp In ca«es it does not do so, the 
cheque may be return^ 

16 alteration requires drawers confirma- 
tion — Even a «5ight alteration must be initialled by the 
drawer If it has not been done so, the cheque mu't be 
returned 

17 Drawer deceased — a banker cannot pa\ a 
cheque on receiving the information of his customer s 
deith 

1- DRAtNER DECLARED BANKRUPT— This remark 
should be made only after having made full confirmation 
of the fact 

19 Garnishee order ser\ed — I n case a court of 
law has done this, the cheque cannot be honoured 
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20 Type-written cheque— a typed cheque is not 
paid by the banks 

Banker’s liability on wrooglally dishononrlog a cheque 

A banker cannot dishonour a cheque without any* 
sufficient reason In case, he dishonours it wrongfully, 
be is not only liable to make good the loss caused to the 
customer by such a dishonour but is also required to 
give a reasonable sum for the loss of his reputation Wlien 
a person's cheque is dishonoured and specially for want of 
funds, it brings a bad name to bun, and in business this is 
always to be avoided As to the amount which will be 
regarded as a reasonable sum to be given by a banker 
to his customer for the loss of his reputation by wrong 
fully dishonouring his cheque, it wilt be decided by a Court 
of law which takes into consideration various things 
It will see ‘whether it is customary or not for the people 
of the particular locality to regard the dishonour of a 
cheque as disreputation for the drawer It will al o see, 
if a particular customer’s cheques have ever been dis 
honoured or not due to the fault of the customer If this 
IS BO, it will not regard the dishonour as a loss of reputation 
but only a matter of ordinary routine 
Payment ol domiciled bills 

A domiciled bill is o ne whose payme nt is to be made 
at the Jrawee'b banlr*“It~is"customary Tor the people to 
pilt ddwn the name of (be bank where a bill is payable ac 
the time of pilttmg down the acceptance A banker has 
ordinarily no obligation to honour a domiciled bill unles? 
and until it 18 expressed or implied in anyway In case he 
has been honouring such bills for sometime, the obligation 
IS implied and they must be honoured so long as sufficient 
notice cancelling the obligation is not given by him A 
banker can dishonour such a bill even in the following 
cases — 

(1) When it IS not m proper form 

(2) When it is not duly stamped Every time bill 
requires to be stamped according to the law of the country 
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In India tlie central Government has reduced by a notifica- 
tion dated the 13th January, 1940. the duty chargeable on 
usance bills of exchange made or drawn in and payable m 
British India and having a usance not exceeding one year 
to two annas for every one thousand rupees or part 
thereof 

(3) IVhen it is presented before the date of maturity 

(4) When there are any material alterations on it 
and they have not been confirmed by the drawee 

(o) Wl?en the acceptors signatures are forged These 
he must compare with the specimen in the autograph 
boi^c 

16) If the signature of the payee or that of any 
subsequent endorsee is forged A banker has not been 
given protection against payment of domiciled bills bearing 
forged endorsements as has been given against that of 
cheques This is really a very great drawback, as it is 
not possible for a banker to recognise the signatures of 
each and everybody Usually a banker secures his position 
by taking a guarantee from the last holder to the effect 
that the latter would indemnify him m case any of the 
endorsements on the bill turns out to have been forged 

(7) When the acceptor has been declared bankrupt 
In the oa«e of death also it should be referred to his 
«ucce«sor 

2 SUBSIDIARl RELATIONSHIPS 

They are two in number (1) that of an agency and 
(2) that of a trust 

1 Agency Seladonsblp 

In all cases when a banker makes payment on the 
order of his customer, whether it be in the form of a 
cheque or a bill domiciled to bun, he acts as an agent and 
as such IS responsible to his principal, the customer for 
all the acts done by him Any breach either through error 
or negligence renders ^im liable m the same way as it 
renders an agent to his principal But he has been given 
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a Special protection against payment on forgg<j endorse- 
ments and this wa have already gone through 

We know that a banker also collects his customer t- 
cheques, bills, promissory notes, coupons, dmden,j warrant* 
subscriptions, rents, income tax, insurance premia and' 
other periodical receipts He purchases and sells on hi* 
behalf shares, stocks, debentures and bonds, in all 

these cases and in sundry others, his relationship with 
his customer is again that of an agent and principal, and 
as such all the rights and obligations between them are 
governed by rules relating to agency There jg, however, 
one exception and it is in connection with the collection of 
a Glossed cheque « 


Crossed Cheque A crossed cheque is a olieque across 
the face of which two transverse parallel hn s are drawn 
with or without the words “& Co , or any other worls 
The effect of which js that the drawee bank not pay 
it otherwise than to a banker A cheque may be oro>-»ed 
generally or specially 


General Crovseno A cheque is said to crossed 
generally in case it has only two transverse parallel ines 
with or without some such words os "& Co . “NotNego 
tiabie, ‘ Account payee only”, ‘under one hunq^gd rupees ’ 
singly or in combination, but without the nauje of a bonk 
within it The following ore tbe Specimen ©f General 
Crossings - 



The effect of a general crossing i* that a chrrque 
IS not payable at the counter of the drawee tank to any 



RELATIONS OF A BANKER TO HIS CUSTOMER 115 

person other than a banker The holder of a crossed 
cheque having no bank account can obtain its payment by 
endorsing it to a friend having a bank account 

Special Croaking A cheque is said to be specially 
crossed, if m addition to the words given above or without 
them there is also the name of some bank within the two 
transverse parallel lines contained therein For specimen 
of it, we may have any of the forms given under general 
crossings but w lb the name of a bank and without the 
words “& Co The effect of this kind of crossing is that 
It can be paid only through the pa-tioular bank who=e 
narre IS mentioned wilhm the crossing A cheque cannot 
be crossed specially to more than one banker excepting m 
the ca'e when it is crossed to an agent for the purpose of 
collecUon, and in ca«e of the violation of this rule, the 
banker on whom it is drawn shall refuse payment thereof 
protection afforded to a banker tn conn^rtton u itk he 
collection of o crosaeil cftepu* fo' lu'' cuMOmer When a 
banker colleots a credit instrument for his customer, he 
does It in the capacity of an agent and hence his title to 
the instrument depend upon that of the pnncipaU > e , the 
customer on n^iose behalf be collects it. From this it is 
obvious that in case the customer s title to it proves defeo* 
tive he incurs a liability to its true owner, and mar be 
required to make good his loss But, Section 131 ot the 
Indian Negotiable Instrument Act, and Section 8^ of the 
English Bills of Exchange Act afford protection to a banker 
provided he collects a crossed cheque for hts customer 
Section 131 of the Indian Kegotiable Instrument Act lays 
doiin as follows ‘A banker who has in good faith and 
without negligence received pavment for a customer of a 
cheque crossed generally or specially to himself shall not, 
in case the title to the cheques prove'* defective incur any 
liability to the true owner of the cheque by reason of only 
having received «uch payment ” 

As an explanation to it, the folioiviiig has also been 
added — 

“A banker receives payment of a crossed cheque 
for a customer within the meaning of this section not- 
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•withstanding that he credits his customer s account w ith 
the amount of the ebegue before receiring payment 
thereof 

It must be remembra-ed that a banker is afforded 
this protection only if he collects a crossed cheque and 
that too for his customer , m the case or the collec- 
tion of an open cheque or any other instrument and 
for a person who is not a customer of the banker, this 
protection is not afforded Ho is also required to act 
in good faith and without negligence When a cheque 
is presented to a banker with a view to open a cur- 
rent account, he should be very careful to obtain a satis- 
factory reference of the person in whose name the account 
is required to be opened Failure to obtain reference 
and that too a satisfactory one has been held to be negli- 
gence sufficient to deprive the banker of the aforesaid 
protection In Ladbrok vs Todd where a thief had 
stolen a cheque and forged the endorsement of the 
payee, opened an account with it with a banker, got it 
oollected and withdrew the proceeds, the bank was held 
guilty of negligence and had to refund the money In 
The Ouaratan^ of St John vs Barclays, where the thief 
actuaUy gave a reference of one Mr Woolfe, at Fitzroy 
Square whom the bank did not know, and who in fact did 
not exist, the bank was held guilty of negligence 

CoUectiJK) Bankers Position as a Holier tn due 
Course Cheques, bills of exchange and promissory notes 
are negotiable instruments, the chief characteristic of which 
is that they can pass title by endorsements, or by mere 
delivery, and the transferee if he receives them bona fide, 
for value, in proper form and before the date of maturity, 
acquires a good title to them, no matter even if he received 
them from a person whose title to them was defective and 
he can sue upon them in his own name If a collecting 
tonbet relies on his position as such, ic, a bona fide 
'holder for value or holder in due course, having given his 
customer value previous to collection, he can do so But 
m case he has not given the value, or cheque in ques- 
tion 13 crossed and there exist the words not negotiable* 
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within the crossing, his claim is defeated by the existence 
of a forged or unauthonsed endorsement of any previous 
party Hence, the statutes mentioned previously are of 
utmost importaance to the collecting banker for protection 
against the collection of a cheque bearing a forged or un- 
authorised endorsement 
2 Trust Belatiousblp 

A banker “lands in the relationship of a trustee al=o 
to his customer An example of it was given in the 
very beginning of this chapter in the case of O^cial 
Assignee of Madras vs IF Irwtn, We also know that he 
receives his customers valuables, ornaments and jewels, 
documents and deeds, etc for safe custody When 
he receives these without making any charge for the 
service, he stands in the position of a gratuitous bailee, 
^nd incurs liability only for loss caused through gross 
Negligence But m case he makes a charge for it be 
stands in the position of a paid bailee and would be liable 
for ordinary negligence also This is id accordance 
with the English law Indian law does not make any 
distinction According to it a bailee has to take as much 
care of the goods bailed to bun as a man of ordinary pm* 
dence>wou!d, under simitar circumstances, take of his own 
goods of the same bulk, quality and value as the goods 
bailed, and in case this bas been done, be is, m the absence 
of any special contract not responsible for the loss, destruc- 
tion or deterioration of the thing bailed But this protection 
does not extend to a wrongful delivery Usually, a banker 
requires articles for saf,» custody to be delivered in a “ealed 
packet or box, and what he bas to do is to return it with 
all the seals intact to the depositor or his order It has 
been held in several cases that a wrong delivery of it to an 
unauthorised person is nothing less than a conversion, t e , 
putting the goods bailed to one’s own use, and is as such 
punishable under that law But sometimes, certain instru- 
ments of credit are handed over to a banker not only for 
safe custody but also for the purpose of collecting interest, 
dividend, or the instruments themselves when they fall due 
In these cases, he can also exercise the right of his general 
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hencn them for any debt due to him by his customer A 
bankers general lien must be distinguished from a parti 
cular lien 

General vs Particular Lien A particular lien is a 
right to retain an article until all charges in connection 
with it have been satisfied A general hen on the other 
hand is a right to retain valuabks until all debts due bv 
the owner to the holder have been discharged Bankers 
have both a particular hen and a general hen But it may 
be said here that in cases a banker has a particular 
hen on a certain article ho cannot also claim a general 
hen on it To take an illustration supposing that secur 
ities of the value of Rs 10 000 have been deposited with a 
banker to secure a debt of Rs 8 000 Here the banker 
gets a particular hen on these securities to the ex 
tent of Rs 8 000 plus interest In case the customer 
fails to pay this amount the banker can recover it out of 
these securities but he cannot claim a general lien on the 
balance left if any for some other debt which the customer 
owes him. If the securities are left with the btynker 
even after the payment of the particular loan he 
acquires a general lien on them as well A hen does not 
in any way give the power to sell the secur ties con 
cerned They can be utilised as such only after obtain 
ing a decree for the debt and then attaching them on 
execution The bankers get a general hen on cheques 
etc given to them for collection and their proceeds can 
be utilised for settling any debt due upon the customer 
But in case any money is required to be utilised by the 
banker for a specific purpose it must be utilised a® such 

t SPECIAL RELATIONSHIPS 

The above ape the general relationships between a 
banker and his customer But there are certain special 
relationships between them and out of these arise si^ciai 
liabilities of the former m dealings with the latter rirst 
of all as we know, a banker must not pay the cheques of 
a customer who has been declared bankrupt In ca«e he 
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does so he is answerable to the Official Assignee in whom 
all the property of such a person vests for the benefit of 
his creditors He should also not open or carry on an 
account with an undischarged bankrupt or he may possibly 
be called upon to refund all payments made by him on 
the account We have also seen that on a notice of the 
death of a customer, the banker should stop payment of 
hi« cheques What happens in such a caje is that either 
the executor, or the deceased produces either a probate 
or a letter of administration or a succession certificate 
respectively obtained from a competent authority, and on 
the ba«is of it, the banker makes the payment to the right 
person It was observed previously that a banker should 
not il«o make payment of a lunatic customer But thi« 
must he done pnly after obtaining sufficient proof of the 
fact Of course, if the customer is confined in a lunatic 
asylum, or is judicially declared a lunatic, the banker is 
safe in stopping the dealings The position of an intoxi- 
catcd person is also akin to lunacy and hence care should 
he taken while making payment to such a person when 
he calls himself m for encashing bis cheques This may 
be done by obtaining a reliable witness. It is safer for a 
bank not to have any dea(ing» with persons addict^ to 
intoxication 

A banker must also take care in dealings with a 
minor customer ‘ It has m some quarters been argued 
that a minor, being unable to give a valid discharge for 
a debt, can, when be comos of age, repudiate, as against 
his banker, cheques drawn by himself upon the latter 
but the better opinion seems to be against such a strained 
interpretation of the prot-»ction afiforded by law to minors ’ 
The general practice is to open an account with a minor 
but not to allow him an overdraft A minor can make 
endorsements and also act on behalf of others 

He should al«o exercise sufficiefit care in deal- 
ing" with trustees It has already been observed that 
the courts always safeguard the interests of the bene- 
ficiaries with a considerable strictness, and the knowledge 
that the trust funds ate being dealt with, imposes on all 
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those to whom such knowledge can be imputed the 
necessity of more than ordinary precautions for the 
prevention of fraud Under ordinary law, the delegation 
of power by trustees to one of their number is not permis- 
sible It can only be done under a clause in the deed 
Thus, whether to accept the signature of one trustee 
on behalf of ethers or not must be ascertained by the 
banker by a reference to it If a particular customer 
has an account in his personal name and another in the 
name of a trust, any transference by him from the latter 
to the former should put the banker on inquiry Even 
a slight suspicion of a breach of trust requires the banker 
to be on guard No misappropriation of such a fund is to 
be allowed in any way 

A banker is also required to act with care in his 
dealings with employees and agents Ihey have a limited 
authority, and hence when they do anything, it must be 
ascertained whether they can do it or not Section 27 
of the Indian Negotiable Instrument Act lays down, 
“A general authority to transact business and to receive 
and discharge debts does not confer upon an agent the 
power of accepting or endorsing bills of exchange so as to 
bind his principal The word 'agent hero includes an 
employee When they have also their personal 
accounts along with those of tbeir principals, the banker 
has to exercise vigilance lest tbe cheques payable to the 
principals might not be paid to the personal accounts 
A collecting banker must be very careful, as the 
protection afforded to him under Section 131 of the Indian 
Negotiable Instrument Act can b,e of no avail if he acts 
even a little negligently In the case® Bissel vs Fox, 
England, a commercial traveller opened an account with 
a bank in his own name and paid in to his credit cheques 
payable to his principal which he had endorsed “ per pro 
curaticn' A "pqr procuration signature ‘operates as 
notice that the agent has but a limited authority to sign, 
and it was held that tbe circumstances were sufficient to 
put the banker upon inquiry as to the validity of his cus- 

3 Sykes Banking and Cnrranet P WI 
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tomer s power to endorse m this way, and that, therefore, 
the hank did not act “ without neghgence’ In fact when 
per procurationem signatures are made, the banker must 
demand the Power of Attorney for h\s perusal 

Finally, in dealings with an undivided joint Hindu 
family firm, the banker must sea that the cheques are 
signed by the managing member, known as karta and 
generally the eldest male member of the family, as he 
alone has the capacity in law to enter into contracts, etc 
on behalf of the joint family firm This is quite different 
from what is the case with a partnership firm where every 
partner unless there is an agreement to the contrary has 
an equal ngbt 


TEST QUESTIONS 

I Define a cuitomer and explain (he varipui important features in 
that connection 

3 ^hat different accounts can be opened in a bank 7 Explain the 
process of opening each one of them 

3 Vhat are the different lorms of relationship that arise between a 
banker and his customer? Discuss the various characteristic features el 
the principal relationship between them 

4 Vhat protections have been (iven to a banker in connection 
with iorgery on a cheque ? Discuss his position in respect oi (a) payment 
oi a cheque beaims a forged signature and (h) payment of a cheque 
bearing a forged endorsement 

5 What is meant by endorsiog a cheque ? When and how should 
cheques be endorsed 7 Slate dillerent kinds of eodorsements 

6 li what circumstances will a bank refuse to pay a cheque drawn 
upon it by a cosfomer 7 

7 What are the reasons which are usually assigned by a banker 
whiie dishonouring a cheque? Explain (hem clearly 

8 What is the liability of a banker (or wrongfully dishonouring a 
cheque 7 Illustrate your answers by suitable examples 

9 What IS the liability of a banker in respect of the payment oi a 
domiciled bill 7 Under what arcumstances it maybe dishonoured by a 
banker? 

10 What are the obligations and nghts of a collecting banker with 

ttgard to a crossed cheque? Mention »n this connection the statutory 
protection afforded to him • 
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II '^at do you understand bvaossin«? Give various forms of It. 
what are its obiects ? 

j«c undetsiand. by a bankers lien? Point out the 

difference between a fieneral and a speaaf Ifen in this connection, 

13 What are the special kinds of customers with which a banker 
hastodeal? Mention in this connection Oie speefal viailance necessary 
to be exercised by him 


CHAPtER IX 

CREDIT AND CREDIT INSTRUMENTS 

Modern commerce as also the modern large «cale 
production have been made possible fay the use of credit 
and credit instruments In the words ofMacleod, “What 
the steam engine is m mechanism What the differential 
calculus is in Mathematics that is credit m Commerce 

WHAT JS CREDIT ? 

Credit IQ Its literal sense means trust or confidence 
Actually it means the postponement of payment It mav 
be defined as an exchanqe which is not complete until a 
eertatn period of tme Aos expired Credit involves three 
essentials, t;«, (1) exchange or transfer of_value, (2) time, 
and 131 confidence -confidence hoth in the integrity and 
capacity of the borrower 

Nature Since the industrial revolution, credit ha® 
been assuming euoh importance that some people are 
inclined to regard it as real wealth, true capital, and a 
factor of production In order to decide whether this is 
«o we must find out if credit alone without the help of 
anything else, is capable of satisfying human wants, which 
IS the chief characteristic of wealth And if the answer 
IS in affirmative, we must forthor find out if it can be used 
for production, a* wealth used for production is capital It 
IS on the basis of these findings that we shall be able to 
decide finally if it is a factor of production First of all, 
credit IS not wealth in itself Howsoever confidence we 
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maj have \n some oae, this coahdence alone will not enable 
him to raise capital, if none has got some wealth to give 
him But as we have already seen, banks grant credit far 
in excess of the money they possess In so far as thi® 
happens there are people who say credit is certainiv 
wealth But the fact IS that this mnltiphed wealth ha« tor 
its basis some real wealth without which it could not have 
come into existence We can, then, say that credit multt- 
pile- wealthy and when fAe same tt used for protiucfion 
credit giies it the form of capitnl In short, credit makes 
wealth more useful It is not, therefore, a factor of pro* 
duction, but a method of production It makes capita! 
more efficient in the same way a- Division of Labour make'* 
labour more efficient 

Forms Credit has vanou' forms e y , commercial 
credit, bank credit, public credit, mdustrial or capital credit, 
individual or personal credit When merchants buy com* 
modities on the basis of their credit, it is known as coiu> 
niercial credit But this credit is very limited m scope and 
soun terminates In order to extend its area and time 
It must be exchanged with bank credit Bill'' of ex- 
change represent commercial credit Their circulation i« 
limited But a« soon as they ate exchanged with bank 
credit ,-not0s and other instruments like banker's accept- 
ance- and letters of credit— they can be circulated over a 
much wider area There are only some persons who know 
a particular merchant, ind he cannot buy goods on credit 
from others on his own credit But as «oon as he gets it 
eschinged with bank credit, he can buy goods The bank 
allows him to draw cheques and bills The latter are usually 
allowed to be drawn by the creditor'* of the merchants, and 
we have already seen enough of them in Chapter V under 
the heading of acceptance business. Public credit means 
the borrowing operations of Governments by means of 
interest bearing securities Capital or industrial credit 
refers to the borro-ft mg of f nance by industrial concerns 
IndiMdual or personal credit refers to the obtaining of 
individual of good® and money for consumption on credit 
The-e credits may be obtained either bv means of credit" 
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instriunents of which we shall study m detail subsequently, 
or by means of book entnes In the latter case it is known 
as book credit 

Advantages Credit gives rise to credit instruments 
which serve the purpose of metallic currency They 
(o) constitute a cheaper medium of exchange than metallic 
money, (6] are more convenient to handle and (c) fill 
up the shortage of metallic currency which alone cannot 
■fully meet the requirements These instruments set free 
much of the precious metal which can be put to other uses 
They make the transmission of money cheap to distant 
■places Settlement of foreign payment is much facilitated 
through them 

Credit also makes possible the collection of unspent 
incomes of the people The habiir'of tbriJ? is thhs incul 
cated 10 masses This collection in its turn. JS placed at 
the disposal of those ■who are best fitted to use it for fij^ier 
production of wealth The vast nroducta^jl.'tbat JiasbeeK* 
going on all round us has jj^mupeswble only by credit 

Credit minimises price fluctuations as well B-nks, 
known as comers of credit, com it whenever there is a 
need for more currency and destroy it as they find that 
it 13 redundant 

Governments are enabled by means of credit to tide 
over financial stringencies They carry on prolonged waf* 
with Its help 

Finally credit helps individuals in time'^of hardship 
when they are temporarily short of funds 

Disadtuntages Credit which is the source of so 
many benefits and advantages is also attended by ^ne 
dangers The liability of its over issue is its greatest evil 
When such is the case it leads to excessive zeal over pro 
duction and speculation It also enables a man of doubtful 
ability to start a speculative and unprofitable business, not 
only to mm himself butalso others Consumers ic a po«ition 
to obtain credit, obtain It only to become financial wrecks 
It has given rise to capitalism with its resultant evil« e q , 
competition and exploitation of labourers 
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CREDIT INSTRUMENTS 

Credit has gi7eD nse to numerous credit instruments 
It IS impossible to deal with all of them We shall make 
an endearour to explain them under the headings (1) Negoti* 
able instruments, (2) Hundis and (3) Miscellaneous Credit 
Instruments 

Nei^otiable lostrumeats 

They are a cheque a bill of exchange and a promissory 
note Their chief characteristics have already been discussed 
previously But their negotiability can be restricted or ex 
eluded by restnctive endorsements or m the case of a cheque 
by crossing it ‘Not Negotiable A lestnotion or exclusion o£ 
thi' characteristic does not, however, mean a restriction or 
exclusion of transferability The difference between transfer 
ability and negotiability must be clearly understood An in 
strument having no negotiability or whose negotiability has 
been restricted or excluded may be endorsed any number 
of tunes but it if happens to be stolen or acquired by some 
other improper means end trensferred/or volue by such e 
person to a third partv, it does not give the third party a 
better title than that of the transferor (who had stolen or 
acquired by improper means) end ha^^ to be returned to 
the true owners On the other hand, a negotiable instru- 
ment whose negotiability has not been restricted or exclud- 
ed, confers on the person giving value for it the right 
to retain it even against the true owner from whom it was 
stolen or required in an improper manner In short, trans- 
ferability does not give absolute ownership, but negoti- 
ability does 

Cheque A cheque has been defined in Sec 6 of the 
Indian Negotiable Instrument Act as *a bill of exchange 
drawn on a specified banker and not expressed to be pay- 
able otherwise than on demand * It will thus be seen that 
It has three essentials, vir , (1) it should answer the defini- 
tion of a bill of exchange, C2) it should bo drawn on a 
banker and (3) it «hould be payable on demand 

Bill of exchange ha« been defined in Sec 5 of the 
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“ame Act as “an instrument in writing containing an 
uncondiUoTial order, signed by the maker, directing a 
certain person to pay a etrintn sum of morxeti only to, or 
the order of a certatn person^ or to the bearer ot the 
instrument ’ 

Keeping these definitions in new we may saj, 'A 
cheque is au unconditional order tn wrUino drown upon 
a specified banker signed bff the drawer, directing the bonier 
to pay on demand a earn certain in money to or to the order 
of n person )iamed ther-'iu or to the bearer, and uhich does 
not order any act to be don^ tn addition to Ike pa/jmen' of 
money 

Though every word m the above definition of a 
cheque is important, we find the following salient point* 
on analysis — 

(1) It must contain an order — . 

t’) tu) The order must be unconditional (h) mu«t 
be in writing (c) must be addressed to a particular bank 
(d) must be signed by the drawer and (e) must require the 
payment to he made on demand No time is given. 

(3) The amount ordered to be paid must be a sum 
certain m money 

(4) Payment must be ordered to be made to a per on 
named therein or his order or the bearer of the instrument 


2 (n the above dehnition (be words lUliCiscd have a particular 
meaning It has been laid down *11 Section 5 that rl) A pro-niseor 
order to pay is not cortdiiional wtthin the meaning ot this section 
and section A (this relates to a promissory notei by reason of the time 
ot payment ot the amount or any instalment thereof being expte« ed 10 
be on the lapse ot a certain pciiod after the occurrence of a spe ihed 
event which according to the ordinary expectation ot mankind is cir am 
to happen, although the time ot its happening may be uncertain 
(2) the sum payaole may be certain within the meaning of this section 
and section 4 although it io.lodeslirtiiie interest ot Is payable at an indi 
cated rate ot excha ige or is according to ihe course ol exchange and 

although the Instrument provides ihaf on default of payment of instalment 

the balan e unpaid shall bee me due and (81 ihe person to whom it 

IS payable Of to whom the direction I* gJwo <0 payment is certain vt'iin 

the meaning of this section and secuon 4 although he is misna-ed or 
designated by description onli " 
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(5) No other act is required to be done except that of 
the paymerit of money 

The patties to a cheque are {U the drawer, » e , ttie 
pefbon wbo draws the cheque, (2) the drawee, le, the 
banker and (i) the payee, te, the person named in the 
cheque to whom the money is to be paid 

It has already been obsorred that in case thb payee 
IS a fictitious or non-existing person, the cheque may be 
treated as payable to bearer. 

Just after the name of the payee, there are the word^ 
‘bearer or order', and any one of them has to be struck off 
In case, a cheque is Itearer, it may be paid to anybody 
presentuig it If on the other band, it is order, it must be 
paid either to the payee or to his orler only As has already 
been observed, such » cheque requires an endorsement In 
case both the words ‘order* and ‘bearer* are cancelled, or 
the word 'only* is added after the name of the payee, the 
cheque is to be treated as order We already know that 
endorsement implies negotiation, but m case a cheque is 
payable to the payee only it implies only transfer. 

All cheques are required to be drawn m local cur- 
rency because the banker is not bound to honour them if 
drawn in foreign currency. He may honour the latter, if 
he wishes, at the rate of exchange ruling at the time 
of presentation. 

CHEQUE FORM 


No 135 


No. 135 Dated /5, 


Dated 

In favour of 


R-. 


ALLAHABAD COMMERCIAL 
BANK, Ltd , ALLAHABAD. 

Pay. Mr. Ram Prasad order 
bearer 


Rupees One hundred only 

Rs. 100/- ' £?. Dayal. 
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Cheque form consists of cheque proper and counter- 
foil The latter remains m the book for future reference, 
and the former is handed over to the payee 

While writing a cheque 'both the /oil and counterfoil 
should be filled in. First of all, there is the date It should 
be filled in correctly as a post-dated cheque will not be paid 
by a banker before the amval of the particular date and 
an ante-dated cheque will become stale, if it bears a date 
which IS six months or more prior to the date on which 
It 13 presented If no date is given, the banker can put 
down the correct date, but generally he will return it 
marked incomplete After this, there is the name of the 
payee This must clearly be given in the body If there 
IS any doubt regarding the spellings of a particular name, it 
should be ascertained If money is drawn for self, the 
word 'self may be used In most of the cheque forms 
both the words 'bearer and ‘order are printed One of 
the'e should be struck off Next, comes the amount It 
IS to be given both in words end figures Care should 
be taken not to leave blank space at places where there is 
a po«sibiiity of any forgery The amount m words and 
figures must tally Finally, there is the signature It 
should not differ from the one given in the autograph book 
of the bank at the tune of the opening of account Un 
doubtedlr< AB order cheque affords a better protection to 
the holder than a bearer cheque But there are certain 
other devices for it Instead of striking off only one 
of the words out of the ‘bearer’ and ‘order’, both may be 
struck off and the word ‘only may be added to the name 
of the payee This has the effect of making the instru- 
ment not negotiable It may also be crossed generally 
or <pecial)y A cheque not crossed is known as an open 
cheque Within the crossings the words ‘not negotiable’ 
may as well be written Sometimes the worda, 'Account 
payee only’ are also added. It is a direction to the col- 
lecting banker that be should place the amount of the 
cheque collected by him to the credit of the payees 
account and that he sboidd not pay cash for it at the 
counter of the ^nk All this may be done by the drawer 
himself or any of the subsequent holders Where a cheque 
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IS specially crossed, the banker to whom it is crossed may 
again cross it specially to another banker, his agent for 
collection 

The bolder of a cheque must presentat to the drawee 
bank fop payment either personally or through a bank 
within a reasonable time, as otherwise he runs the risk of 
losing his claim against the drawer and parties prior to him 
if the drawee bank becomes insolvent in the meantime In 
such a case, he ranks as one of the creditors of the bank 
and may be paid only a composition at the time of the 
settlement. 

The holder of a chegiie as of a promissory note and a 
bill of exchange also, according to Section B of the Nego. 
tiable Instrument A.ct means ‘any person entitled in bis 
own name to the possession thereof and to receive or 
recover the amount due thereon from the parties thereto 
Where the note, bill or cheque is lost or destroyed, its 
holder is the person so entitle at the tune of such loss or 
destruction.’ and he has got the right to apply to the 
drawer for a fresh note, bill or cheque of the same tenor 
giving security to him with a new to indemnify him 
against all persons whatsoever, m case the note, bill or 
cheque alleged to have been lost or destroyed, should fell 
into innocent hands and the drawer should thereby suffer 
a Io«s When an Instrument of credit is sent through post 
as a remittance, and is lost, the loss would fall on the 
sender if it was sent on bis own responsibility, i e , without 
the authority from or request of the creditor If it was in 
accordance with the instructions of the creditor the loss 
would naturally fall on him 

A. ko{(f«r_in due course again in accordance with the 
Negotiable Instrument''AS means ‘any person who for 
consideration became the possessor of a promissory note, 
bill of exchange or cheque if payable to bearer , or the 
payee or endorsee thereof if payable to order, before the 
amount mentioned m it became payable, and without harm ' 
sufficient cause to believe that any defect existed in th 

9 
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title of the person from whom he derived his title’ Three 
things are necessary here< viz i 

(11 Receipt for consideration , 

(2) Before the amount mentioned in it became pay. 
able , and 

(3} Witbaut having sul^oient cause to believe that 
ady defect existed in the title of the person from 
whom he derived his title 

Its old EngJiefa equivalent was "bone jfee holder for 
value without notice’ Thi-' phrase, though long and 
cumbrous, is self explanatory. 

A. marked cheque is one which is ®igned by the drawee 
banker signjfywg that on the data of presentation of the 
cheque for signature, he had sufficient funds to meet it 
It may be done at the instance of the drawer, another 
banker or the holder It i» doubtful how far the drawee 
hanker bind« himself to earmark funds to meet a marked 
cheque 

Bill of Exekanue The definition of a bill of ex- 
change has already been given It has the sseru parties 
as a cheque, the only difference being that the drawee m 
this ca«e need not necessarily he a banker as in the case 
of A cheque It is of two kinds— inland and foreign 
A.n ii'lan l bill of exchange is drawn or made m one 
country, and made payable in. or drawn upon any per on 
resident m the same country A foreign bill of exchange, 
on the other hand, is not so drawn, made or made 
payable 

nPECIMES OF AN INLAND BILL 

I , Delhi. 

I a« Rs 700/ October 2'J 1941 

I I On<, month after date, pay to B. Shia n Lai 
or or lor the ■•irm of Kupecs Seven hundred onjv \ due 
received 

To Jharama] PanJia Lai 

Bhuranial Ram Gopal, 

15 Eatra, 

Allahabad 
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SPECIMEN OF A FOREIGN BILL 
F!r«t of Exchange 

Delhi 

£ 40 October ^9 19« 

Ninety days aftir eight of this Fi’-st of 
Exchange l«econd and third of the ‘■arae tenor and date 
unpaid), pay to the Nationa Bank of India, Ltd thet--an 
of pounds lorty only, value received 

To Madhnndas Nar- n La 

Me srb John Ander«on, 

Parker Street, 

London. 

While writing a bill the following hould he h?* - n 
mind — 

\ THE DATE U must be the «j,me on whic the 
bill is> written The given u nor is added to this d-t n 
order to amvo at the date of maturity 

2 Tenor or term It is the period for whrh a 
bill drawn, ^ J months afterdate (dra’d) orajnc ‘7 
days after sight d/s) This must be ’‘tattd in ole-'* 
words After the expiry of the term as has been ob«e'ved, 
the bill matures for payment Somedajs of grace, usual v 
three, are allowed to the acceptor to redeem tba 1 1 ] 
Hence, in order to find out the exact date of payment both 
the period of tenor and days of grace must be added to 
the date of the bill Further, if the day, on which a bi 1 
as al 0 a promissory note i> at maturity is a public ho i 
daj , the instrument thaH be deemed to be due on the day 
pricec'ing this holidav The expression public holif'c-y 
includes (11 Sunda>‘5, (») New Yeats day, (Jj Chribtmas 
day (4) Good Friday and (i) any other day declared 
by thi Local Government by notihcation as public ho i 
day If either New Year*"! day or Chnstmas day falls on 
Sunday, the instrument shall bo deemed to be payable c*i 
the next following day, eg, Jlondav In English La 
theri. n however, a difftrence between a public holidc .7 
and a bank holidav , in the case of tfie latter the inst-j- 


!/.V«s 
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ment is payable on th« fo)lo<ring: business day. But 
there is no such distinction in India which the student® 
will bear in mmd A. bill may also be a demand bill which 
must be paid on demand Ko days of grace are required 
to be allowed in this case * »• 

3 AMOUNT It must be given twice — once on the 
left-hand top corner m figures, and a second time in words 
m the body itself 

4 Parties The name ot the payee is given in 
the body of the bill along with the word ‘bearer* or ‘order*, 
that of the drawee along with his address on the left-hand 
bottom corner, and that of the drawer on the right-hand 
bottom corner where he signs it 

5 Stamp All bills except those payable on demand 
must be stamped <icf vaform, acconiing to the law of the 
country in which they are made 

6 Value SEOBIVEl This phrase is added at the 
end, m the body, and signifies that the same has been 
drawn in consideration of value that the drawee has re- 
ceived 

Foreign bills are usually drawn in a set of two to 
three, and each has a reference to the other or others as 
the case may be The drawee is liable on only one of them. 
Each of these copies is known a via If a foreign bill is 
drawn singly, it is known as a sola bill of exchange 
Sometimes a foreign bill drawn abroad requires to be re- 
stamped on its arrival in the country where the payee or 
the drawee resides. 

Every time bill requires to be accepted by the drawee 
who does so usually by givmg bis signature across the bil\^ 
He may also add the word ‘accepted ’ or the word ‘accepted’ 
along with the place of payment So long as a bill iS not 
accepted, it is called a draft, and when it is accepted, 
the same is called an acceptance Acceptance of a 
bill may be general or qualified A general acceptance is 
one where the drawee withont adding any conditions or 
qualifications assents totbeorderof the drawer A qualz- 
fled acceptance, on the other hand, is one where the drawee 
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does not assent to the tenns of the draft but adds some, 
conditions or qualifications at the time of acceptance It 
may, then, be — 

1 Conditional Where the payment IS made de- 
pendent on the happening of an event therein stated e.gn 
payable on the arrival of the goods 

Z Partial When he undertakes the payment of 
a part only of the sum ordered to be paid 

3. Local Where he undertakes to pay at a specified 
place and not otherwi«e or elsewhere It has already been 
observed that the mere specification of the place of payment 
at the time of acceptance does not constitute a qualified 
acceptance It is known as auch only when along with 
the name of the place of payment some such words as ‘and 
there only are added that the acceptance is known as a 
qualified acceptance When place of payment is mentioned 
the bill IS known as a domicil^ bill 

4 Qualified as to time Where he undertakes 
the payment at a time other than that at which under the 
order it would be legally due, e 47 , for 60 days after date 
or sight 90 days after date or sight 

5 AN ACCEPIANCE SOME OP THB PARTIES ONLY. 
Supposing a hill has been drawn on two per'ons, while it is 
accepted by only one of them 

A draft may be negotiated even before its acceptance 
The holder of a bill is not bound to accept a qualified accept- 
ance, and he may treat it as dishonoured for acceptance 
In case he accepts it without the consent of the previous 
parties, they are relieved of all liabilities The drawee may 
be allowed forty-eight hours (exclusive of holidays) to '' 
consider whether he will accept a bill 

A bill may be dishonoured for non-acceptance or non- 
payment In case any instrument is dishonoured, the 
bolder thereof must give notice of the fact to all parties 
Wi horn he wants to make liable thereon 

When a promissory note orbiU of exchange has been 
dishonoured, the holder may get such dishonour noted by a 
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notary public upon the m&tnunent, or upon a paper 
attachedthereto, or partly upon each This note must be 
made within a reasonabJo time after the dishonour and 
must specify the date of dishonour, the reasons if any 
assigned for such dishonour, or if the instrument has not 
been expressly dishonoured, the reason why the holder 
treats it as dishonoured and the amount of noting charges 
When the above note is certified by a notary public, 
the certificate is called a protest In case of foregin hills, 
protect IS necessary If the acceptor of a bill of exchange 
has bei^ome insolvent, or his credit has been publicly im. 
peached before the maturity of the bill, the holder may 
request a notary public to demand better security of the 
acceptor, and on its being refused may cause such facts to 
be noted and certified as aforesaid This certificate is 
called a protest for belter security 

When a bill has been noted or protested for non- 
acceptance, better security, or non'payment, any person 
not being a party already liable thereon may with the 
con*ent of the holder, by writing on the bill accept or pay 
the same for the honour of any patty thereto 

When the drawer is not certain whether a bill will 
be accepted and if accepted, paid on its due presentation, 
he mentions generally on its back the name of bis oivn 
agent or correspondent who will accept or pay it on his 
behalf in case it is dishonoured by the drawee This 
party is known as ‘a drawee in case of need 

Any material alterahon of a negotiable instrument 
renders it void as against any one who is a party thereto 
at the time of making such alteration and does not consent 
thereto The following are, however, maUTml altera- 
tions — 

1 Wheh inchoate stamped instruments are completed 
Sometimes one person signs and delivers to another a 
paper stamped in accordance with law relating to negotiable 
instruments then in force m that particular country, and 
either wholly blank or having written thereon an incom- 
plete negotiable instrument This is called an inchoate 
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stamped instrument, and may be completed by the holder 
The person giving it is fully liable thereon 

2 When a blank endorsement is converted into a full 
endorsement by writing the name of the endorsee ju^t above 
the signature of the endorser 

3 When an uncrossed cheque is crossed generally or 

specialh * 

4 When the word ‘ not negotiable ’ are added to the 
crossing 

5 When the banker to whom a cheque i« crossed 
«pecuilv crosses it speciail} again to another banker for 
collection 

The examples of maUnal alterations are as follows — 

1 A. change in date with a new to reduce or increase 
tin period of currency 

2 A change in amount 

i A change in the tenor 

4 A change m the number of parties liable thereto 

5 A change in the rate of interest or that of ex> 
change 

6 A change m the place of payment 

Promtswri; Note * A promissory note l' an instru 
iiicnt in w riting (not being a bank note or a currency note) 
containing an unconditional undertaking signed bv the 
maker to pay a certain sum of money only to or to the 
ordt r of a certain per on, or the bearer of the instrument ’ 

The parties to it art only two, iir , (1) maker, the 
per'on who writes it, usually a debtor, and (21 payee, the 
per'on in whose favour it is. made, usually a creditor 

A promissory note may be made out by one person, 
or bv a number of per-ons If made by a number of per- 
son®, the liability of the maters may be only ]Oint or joint 
and several In the case of a joint liability all the makers 
must be sued together on dishonour, because* if any one of 
them is left out and the entire amount is not recovered 
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from the rest, he cannot be sued separately to make up the 
deficiency But in the case of a joint and several liability, 
there is no such fear If somebody is left out and the 
whole amount is not recovered from the rest, it can be re 
covered from him The person paying in a joint or joint 
and several note can, however, get a pro ratn contribution 
■from the co makers thereof 

SPECIMEN PROMISSORY NOTE 

Allahabad 

Rs 400 November 25, 1941 

One month after date I promise to pay to Mr Jai 
gopal the sum of Rupees four hundred only, value received 
Balram Da® 


/ 2 / 


SPECIMEN PROMISSORY NOTE , 

(Joint) 

Cawnpore 

Rs 200 October 15 1941 

On demand we promise to pay to Mr Ham 
Anugrah the sum of Rupees two hundred only, 
value received 

Brsjmohan Lai, 
Bbagwati Pra«ad 



SPECIMEN PROMISSORY NOTE 
(Joint and Several) 

H Cawnpore 

Rb 600 August 29 J941 

Three months afterdate, we jointly and severally, 
Promise to pay Mr Raghvendra or order the sum of Rupee® 
Six hundred only value received 

Mahmood Khan 

Shahabuddin 


Section 25 of the Indian Paper Currency Act prohibits 
issue of promissory notes, private bills andhundis payable 
to bearer and on demand to any person in British India 
Since the establishment of the Reserve Bank of India, its 
Issue Department can issue such notes On this very 
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a branch ba-^K cannot n?a<» a bank draft pajable to 
bearer on any other branch or head ofice of th* *amr banh 

Bandts 

Thaugh Indian Kegotiable Instniments Ant {nenfons 
of only cheques, bills of exchange and proajiseory notes, 
the Law Merchant or commercial usage recognises many 
others as negotiable instruments Hundis are. for all 
intents and purpose®, equiraJent to bill® of exchange They 
ate 'tamped endorsrf and honoured like them Only their 
phraseology is different- Jothami bnncii, of coarse, differ® 
e-sentially from a bill of exchange There are bill® of 
lading, dock warrants, delivery order® (all repte~enting 
goods), and ®hare warrauts, debenture bonds payable to 
bearer lrepre«enting long term investments) which are 
•emi^negohable tQ«tniiDent« i-e.inth^ir case the bo'der 
get® a right to sue in bis own name and recover the goods 
or Tsoney, but he cannot acquire on them a better title than 
that of the tran«ferer. 

Bundis are mamly cU««ified into (a) Muddati (time) 
and lb) Dar»hanj («igbt or demand) The«e are, howeve’'. 
furtbe- «ubdivided into (1) Dhanijog (payee only), (2) 
Shabjog (re«embling to «ooe extent with cro«®ed cheque- — 
bills of exchange are never cTo*®ed). (3) Bekhanhar (b«re®), 
(4) Farmanjog (order) and (51 Jokhami (the’e L« no equi- 
valent of it in modem bOI®->it forms, in short, a combina- 
tion of a bill of exchange, an insurance policy, a lett«“r of 
hypothecation and a contrac* of afreightment in one) 

Muddcti Hundts are buodis pavab'e after they have 
run their penod of tenor, which vane® from palce to p ace 
and trade to trade — ranging generally between 11 ^vs to 
12 months To the penod of tenor are added day® of grace 
known by the term ptfos (in Bmdu'tani) jn orde- to find 
out the date of maturity 

Darshant ffundts (akin to sight or demand hOl«) are 
payable on pTe«entation 

Hundis are drawn nio®tIv with a new to facili'ate 
remittance of rronev. 
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Each of these classes of hondis may be Dhanijog, 
Shahjog, Fannanjog, Dekhanhar and Jokhami 

Dhini) 0 (i Hundi is payable only to the payee It can- 
not be endorsed The liability of the drawee is very great 
here. He has to satisfy that the party presenting it is none 
else but the payee mentioned within the body of the hundi 
In ca«e he makes a wrong payment, he is held liable to the 
real owner {Dham) 

Syjohjog Hu«di IS payable only to a Shah— a respect- 
able merchant of the town where the drawee resides A 
holder of such a kind of hundi cannot get its payment him- 
self if he IS not a Shah He must present it through a 
Shah In case, the drawee 7iolates the condition, he is 
liable to the holder in due course for his loss 

Formanjot Hundi came m voguo during the Moham- 
medan period It IS payable to the payee or his order It 
cannot be transferred without endorsement {Bechan) The 
drawee, before the payment has to examine the Beoban in 
this casein the name wai as a drawee of a bill of exchange 
has to do in the case of an order bill of exchange If he 
pays it to a wrong party he is liable to the real owner 

Dekhanhar ffundi is payable to the bearer Here the 
drawee is not required to take any extra trouble Anybody 
presenting it gets the payment 

Jokhami Hundi has gone out of use these days due to 
the emergence of specialised agencies for carrying the 
goods from one place to another, taking the risk of adyanc 
mg money, etc It arose out of a sale transaction, when 
goods were to be sent to another town generally by nver- 
tran'port The carrier acted here as an insurer as well 
as a finahcier The seller drew the hundi on the purchaser 
favouring the carrier, who made the payment of the same 
to the drawer on receipt of the goods for transport after 
deducting |i) his charges for carriage of the goods, 
(tt) premium for undertaking the risk and (m) discount for 
paying the money before the hundi was paid up The 
earner in his turn got its payment from the drawee on safe 
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delivery of the goods to hua la ca«e he lo *■ it be di'^ not 
present the handi 


A SPECIME^ Hl^Dl 

iitlhSIn Ca tnvare ^kubhthfine pair bruit ta 
ran- Lichhman Da jog hlhi Prnjagjise Madhun i* 
\ar iin Das f t ram ram bnn'‘hanr Apran^h hundi kini 
ap uprtT rupta 400 ankrt> rhar 4“ mma d ran le dune 
"pure deni Yahnn rakhe bhai Panna Lai Shambtuna h t" 
itfir Aaitrjfcad* vanchrrt Samvnt 1999 pure pachpan 
din ptchte dam hamjog b na jahia ha r chalan hundt kt 
nt thtbane lag lye chaukai bar d^na Afift Ckaitra bad 
S Serirct J999 


PEVERSE 'IDE 

^^^tfAenI^r' rupta el «oh Aj eAuu /urtfl pura rupta 
eh lul Q$ tar atjo 


R. 400 


S^Tifcfri h*ai Sttarom L‘ic'‘hma>t Da* Caienporr 

The drau er of a hyndi IS known a« lilfurjala dham 
the drawee as uporif I'a drtint, and the pavee as raW?y 
leal dhant In the ca«e of a joA.hann hundi uparwala 
dbni i« al«o known as maltca'a dh'int and rabheywala 
Iham as Aurti/iirofo dh tm 

Hundi* are a'*o paid for bocour hr means of ztt-rti'h t> 
v.bi-h are furnuhedby the pattie«Uab’e thereto tdrawer® 
and endorsers) to the ho’der«. and are addre^'ed to «ome 
other persons who ate thereby directed to pav them in ca^^e 
of c^honour 

Kn uparwala dhani does no* signify his acceptance 
of the hundi by «igniag on face a« m the case of a bill 
of exchange. He make* on the other hand a no*e of th*^ 
«arre in his nagal baht 
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In case the original of a hundi is lost, its copies are 
given The first copy is knownaspailfe,tbesecondpor- 
patth, the third dcrpatth and the fourth Panchaitt or Mat- 
jarnama 

When a hundi is paid up, tt is said to be saKar gat, 
and in case it is dishonoured, it is said to be hhadi rah /m. 

POINTS OP DIfTEHENCB BETWEEN A CHEQUE 
AND A BILL OP EXCHANGE 


Cheque 

1 It must be drawn on 
a banker 

2 It must be payable 
on demand 


3 It IS generally inland 

4 It IS drawn in one's 
own currency 

5 It does not require 
any acceptance. 

6 Its drawer is not 
discharged by the holders 
failure to present it m due 
time unless the bank fails 

7 It IS not honoured in 
Case the payment is stopped 
by the drawer or if the 
banker learns of his bank* 
Tuptoy lunacy or death 

8 It may be crossed 


Bill of Exchange 

1 It may be drawn on 
anybody 

2 It may be payable 
either on demand or some 
days or months after date or 
sight 

3 It may be inland or 
foreign 

4 It may be drawn in 
a foreign currency as well 

5 It requires an accept* 
ance unless it is payable 
on demand 

6 Its drawers and en- 
dorsers are discharged from 
liability if the holder there- 
of fails to present it to the 
acceptor at the due date 

7 It is paid by the 
acceptor and in case of his 
refusal to do so by the draw- 
er 

8 It can never be cross- 
ed 
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9 There a statutory 
protection afforded to a bank- 
er m case of a forged en- 
dorsement on it 


10 

No 

notice of dis- 

honour 

IS 

required to be 

given 



11 

No 

noting and pro 

testing are required 


9 Ko such statutory 
protection is afforded to a 
banker in the ca«e of a 
domiciled bill 

10 A notice of da» 
honour must be giTon 

11 Noting and some 
tunes protesting as well 
are required. 


POINTS OF DIFFERESCB BETWEEN A CHEQUE AND 
A PROMISSORY NOTE 


Cheque 


Promtssory Ifate 


1 It IS written usually 
bT a creditor 

2 It IS an order to 

3 There may be mor& 
than two parties to tt, e y ( 
a drawer, a drawee and a 
payee 

4 It IS parable only by 

a particular bank ^ 

5 It IS very commonly, 
U5ed*and bence is an import- 
ant medium of circulation 


'I It IS written by a deb- 
tor 

y Z It i« a promise to 
pav 

. 3 The partie® can ne- 
arer be more than two, e g r 
a draw vt and a pavee There 
IS no drawee 

/4. It may be payable by 
several parties jointlr or 
lomtly and sevetallj- 
, / 5 It IS not so commonly 
used and bence is not an 
important medium or circu- 
lati6a 


6 It is always payable 
on demand 


6 It may be payable op 
demand or after the lapse of 
a certain period 


POINTS t)F DITTEBENCE BETWEEN A BlIA. OF 
EXCHANGE AND A PBOJIlsSORY NOTE 
Bill of Exchange P’romissory A ote 

1 It may have more i 1 It can have only twa 
than two parties, e y . a dra- | parties, e y , a drawer and a 
wer a drawee and a payee. 1 pavee There is no drawee 
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2 It IS written usaally 
by a creditor 

3 It IS an order to pay 

4 It requires accept 
ance if otherwise than on 
demand 

5 It can be paid for 
honour 

6 Foreign bihs are 
drawn in ^et« 

Its acceptors are only 
jointly responsible 

b It must be noted and 
sometimes when it is loreign 
ereu protested 

9 It IS sufficiently com 
mon in use 


I 2 It IS written by a 

' debtor 

^ 3 It IS a promne to 

pay 

I 4 It requires no accept 

anca 

5 It cannot be paid tor 
honour 

6 A promissory note is 
I always drawn singly 

7 Its makers maj be 
jointly as well as severally 
responsible 

8 It requires no not 
ing and protesting 

9 It IS not so common 
in use 


POlNTb 01 DIFFERENCE BETWEEN A BILL OF 
EXCHANGE AND A JIUNDI 


Si/l of Fxchanye 
1 It contains mere facts 


^ It« language is fixed 

3 It i« a \vay« uncondi 
tional 

4 The name of the 
drawee is giren in this case 
on the left hand bottom 
corner 


Hundi 

1 It IS in the form of u 
letter and contains saluta 
tions etc 

2 Its language dependn 
upon local usages 

3 It may be conditional 
j aswell t.^^/ ,a Jokhamihundi 

4 The name of the 
drawee !<» given in thi' case 

I once in the body it«elf and 
I again on the reverse side 
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5. The name of the 
drawee* IS given in tbi's case 
on the right.hand bottom 
<59rner 

6 The amount occurs 
in thi« case twice or at the 
most thrice 


7 In this case accept* 
ance is made across the ins 
tmment 

8 The coftes of a 
foreign bill are mad© gener. 
ally in triplicate or duph 
cat© when it is drawn and 
each one of these is sent by 
a different po*t 

9 It is used all over 
the world and henco is in 
land and foreign both 

10 It 18 govetnedby the 
provisions of the Indian 
Negotiable Instrument Act 
and English Bills of Ex- 
change Act. 

11 In case of dishonour 
it requires noting and some 
limes protesting as well 
(foreign bills) 


5 The name of the dra 
wer IS given in this case in 
the body itself 

r The amount occurs m 
this case at least five times 
and in so many different 
ways that there remains no 
chance of any alteration 

7 In this case it is de 
noted by a record in a sepa- 
rate book 

8 Ths copies of a hundi 

are not made unless they 
ar© required on the loss 
ot the original or copy 
There js however, a provi 
sioD for four copies, if 
necessary . 

“ It IS used only in 
India and hence is an ms- 
tcument of simply internal 
us© 

10 It is governed by 
local usages only 


11 It requires no noting 
or pretesting In fact, it is 
rarely dishonoured 


POINTS OF RESIMBUANGE BETWEEN THE TWO' 

(1) Both have three parties 

(2) Both are demand or time In the case of both 
ad Valorem stamps are required if they are to run a period 
before roatunty 
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(3) Both can be accepted for honour 

(4) Both can be discoanted 

(5) Both can be endorsed 

(6) In the case of both some daps of grace are to be 
added to their period known as tenor in order to find out 
the date of maturity 

(7) Both are orders for payment end of a fixed sum 


3 MiscellaDfious Credit Insirumenls 

Bank Draft A bank draft is a bill of ezohange drawn 
either on demand or otherwise by one banker on another 
in favour of a third party or by ene branch of a bank on 
another of the same bank or by the bead office on a branch 
or vice versa As already mentioned a bank draft if drawn 
by one branch of a bank on another of the same bank or 
by the head office or a branch or vice versa cannot be both 
bearer and demand It is usually used for remittance of 
money 

Specimen Form of a Bank Draft 
IMPERIAL BANK OF INDIA 


Allahabad^ 194 

Rs 

On demand pay to 

or order 


Rupees 

value received 


To 

Imperial Bank of India 
Bq^mbay 


For Imperial Bank of India 


Agent 


Dividend Warrants Dividend Warrants are issued 
by Joint Stock Coiapanjcs to their shareholders for divi 
dends from profits and are payable usually at the Company s 
banker or regi'‘tered office The may take various forms 
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Generally they are m the form of dr^ifts, drawn by the 
Company upon the bank in favour of the shaieholders 
Under the Act they can also be crossed and all rules as 
to crossing of cheques are made applicable to them They 
may also be m the form of cheques, and in case they 
contain the words “ or order,’ ” or bearer, ’ it has been 
held by vanous courts of England that they may be 
treated as negotiable instruments In India, dividend 
warrants are also sometimes issued in the form of a receipt 
Interest Warrants When Government and joint 
^stock companies wish to pay interest on sums borrowed 
from the people, interest warrants are issued In the 
former case, they* are drawn by the central bank of the 
country concerned upon its owoself, and in the latter 
case by the joint stock companies upon their bankers If 
and when these are drawn by a central bank upon its own 
sell whatever form it may have, it cannot be treated as a 
cheque for the simple reason that it is drawn by one bank 
ofhoial upon another of the same bank 

Treasurtf Bills They are issued both m England 
and India In India, again, they are issued both by the 
Central Governments and the Governments of the various 
provinces, since the inauguration of the provincial auto 
nomy TTiey are a form of short.lerm borrowing and are 
usually issued for a term of 3 months They are sold 
through the offices and branches of the Banking Depart 
ment of the Beserve Bank except at Delhi either by tender 
or at an intermediate tap rate. When it is decided that 
tenders should be called for, a press communique stating 
^the date on which tenders will be received, the amount 
^and the currency of the bills offered for tender and the 
date on which payment for accepted tenders should be made 
IS issued to the pre«s for publication and is al^o communi- 
cated to important banks, brokers and firms The applica- 
tions for tender should state clearly the term of the bills 
applied for, the amount of the bills required and the rate 
which the tenderer prepared to pay The rate offered 
should be expressed in rupees, annas and quarter annas 
for each Rs 100 nominal of the bills applied for If tenders 
10 
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received are in excess of the amount offered a propor- 
tionate allotment is made when necessary, the niiniaiuin 
allotment being Rs iSOOO. Treasury bills are avail- 
able in the following denominations only, nainelv, 
Rs. 25,000, Rs littkh, Rs 5 lakhs, Rs. 10 lakhs and R' 50 
lakhs. When it is decided to sell intermediate Trea'iiry 
bills on tap, an announcement to that effect is ordinarily 
included in the usual commumiiue giving the results of 
the tenders, the rate for such hills also being announced 
at the same time On maturity, the Tr asury bills are paid 
at the office or branch of the Reserve Bank from which 
thev were issued 

Letter of Credit A letter of credit is an opbn letter 
of request issued by one person usually a merchant or a 
banker, in the name of some other person or persons, 
directing him or them to advance money or give credit, 
to a third person named therein, for a certain amount, 
and promising that he will repay the same to the person 
advancing or accept bills drawn upon himse)f hr the like 
amount. It is called a General letter or a Circular letter 
when if IS addressed to a number of persons or pi f'Oiis 
in general, and Special letter when it is addressed to 
a particular person. 

Letters of credit may be of different forms, but two 
of these are important, v»z^ (!' a letter wherein one 
banker or merchant requests another to hold a certain 
sum at the disposal of a third parson and (>) a letter 
wherein one banker requests another merchant to ■-upply 
goods to a third person to a certain extent and re-inibur'e 
him«delf by drawing a bil\ upon the said banker whith he 
promises to honour The former is known a^ a Per^tma/ 
Credit Letter or a Travellers’ P» alily Lfltei, while the 
latter is known as a Commercial Credit Lettrr. In tht ca«e 
of a Per«onal credit letter, money is usually dopo'ited 
with the issuer, and in that of a commercial credit letter 
it IS promised to be paid to him before the due date of 
the bill 

A commercial credit letter may aho be rcMuable 
or irrevocable (confirmed). In case, it is a revocable 
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(unconfirmed) letter of credit, the banket has got the right 
to revoke it at any time but generally what is done is to 
give a notice before doing so In case it is an irrevocab e 
letter of credit, once it is issued it cannot be revoked excep* 
of course with the consent of the person in whose name 
it ba' been issued 

Commercial letters ol credit are needed specially b/ 
merchant« importing goods from foreign countries These 
are «ent along wilb the indent Goods are exported by 
foreign merchants and bills ate drawn on the bankt.rt> 
is«iimB the letters Thereafter they get them discounted 
with their own bank:> on the guarantee of the letters 
credit they hold from the importers bankers in which 
the latter undertake to accept and pav the said bil t= 
Thus the exporters get payment immediately Along with 
the biMs are handed over the *biT^irg documents conneotel 
with theta and on receipt of tUe«e the bankets of the 
importer-) accept or pay the bills according as tbev are 
D/A or D/P 

They may also be revolving or say running. In 
this case, the amounts for which they are originally 
issued are automatically renewed from time to time as the 
hills under the credit are issued or paid for example (1) if 
the amount is lis 1,1)00 and two bills of Rs &00 each are 
drawn a “oon as any one of them matures and is paid a 
fresh bill or bills for or up to Rs aOQ may again bo drawn, 
(2) if the amount for one draft is Rs 1 000, or less and a 
draft for this or less than this amount is drawn as soon as 
it matures and is paid another draft for any amount bu* 
not exceeding Rs 1 000 may again be drawn, andU)ifth^ 
amount of one draft to be issued is Rs 1,000 or less, and a 
dra t for this or less than this amount is drawn the credi* 
IS automatically renewed and another draft for this o’- le'^ 
than this amount mav again be drawn 

I O y An I O U lo a written acknowledgment oi a 
debt made by one party to the other By force of custom 
the letter I O G have been substituted for the words I 
Owe You because of tbeir being pronounced in the sam-* 
wav This does not require a etamp 
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Specimen I O U 


Mr 


Bombay, 
October 15 1941 

B P Gupta, 

I O U 'Twenty Rupees (Rs 20) 

O Ram Bansal. 


Industrial Secuniies — Industrial Securities are the 

share certificates, stocks or warrants, debentures regis- 

tered or bearer issued by industrial companies They are 
transferable though in the case of share certificates and 
stocks and registered debentures a transfer entry is requir- 
ed to be passed in the register of the issuing company, and 
for which a transfer form is requited to be filled in by the 
transferer -•»— 

Oovernment Sccunttes —When GoTernment borrows 
for long period, it borrows through these securities They 
take the forms of Stock Oettifieates, Promissory Notes and 
Beater Bonds and ate infer-conTertible with one exception, 
vii , that the stock certificates and promissory notes cannot 
be converted into beater bonds Interest is paid on stock 
ceitificates and bearer bonds without their presentation but 
It 18 paid on promissory notes only on their presentation 


TEST QUESTIONS 

1 Vi^hat U credit 7 DeicTibe H» nature and forms Mention its 
advantages end evils 

2 Credit is not a factor oi production but a device to increase the 
’efiielency of a factor ot produclion Comment 

3 What do you understand by a negotiable instrument 7 Is there 
any difference between negotiability and transferabifity ? How can a nego- 
tiable instrument be made not ncgoflabfc ? 

4 Define a cheque and analyse its definition What point should 
be borne in mind while drawing a ^cque t 

5 What are the dltiercnt ways tn which a cheque may be made 
safer 7 

6. Explain clearly the difference between a holder a holder tor value 
and a holder in due course 
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7 What do you understand by a marked cheque? Under what 
arcumstances this may be done? 

S Define a bill of exehanee and draw t(s specimen What points 
should be borne in mind white writing it? 

9 How Will you distinguish an inland bill ol exchange liom a foreign 
bill of exchange ’ 

fO Does a bill of exchange require acceptance 7 What are the 
different ways in which an acceptance is signified ’ In this connection 
explain various kinds of acceptance 

11 What are the parties to a bill of exchange? Discuss n biiel 
their respective liabilities 

12 Write short notes on following in conoeclion with a bill of ex 
change— i) Noting (2) protesting (3) acceptance for honour (4) mate- 
rial alteration 

la What is a promissory note ? Distinguish between a single pri> 
missory note a loirt and a lointand several promissory notes 

14 What do you understand by handls ? Give a brief sketch of 
different kinds of hundis 

15 In what ways a bill of exchange differs from a cheque a pro 
missory note and a hund> and in what way it resembles with the last 
named insttument ? 

IG Write short notes on— ii> Bank draft (ii) Dividend warrant. 
(iii}Treasury bill (ivj Oovernmentse..uriif<saod (v) Industrial securities. 

17 What do you understand by a letter of credit? Classify t< and 
bfitig out the special icatutes of each of these elassificeficms What is the 
need for such letters 7 


CHAPTER X 

BA1?KERS SECURITY FOR ADVANCES 

We have already seen that a banker advances only 
on the basis of good securities They are of multifarious 
types and in order to understand the nsk attached to 
them, we must be fully acquainted with the essential 
characteristics of each A banker must be very careful 
while dealing with the securities He is required not 
only to select those which ate raore or less steady in 
value and can be easily sold in the market but also to see 
that the summaries and other tities he gets on them are 
not unsafe 



150 PRINCIPLES AJID PRACTICE OF BANKING 
CLEAN ADVANOa 

In many cases when the customer is a man of unira- 
}»eachab!6 reputation and sound financial position he !« 
grinted a Joan or allowed on overdraft on personal ««- 
cuntv. In «uQh a case, the banker depends entirelv on 
his integrity, strength of character, prompt and bu«me8s- 
like dealings Butin order to safeguard bis po«ition, the 
linker may also take the signatures of one or two in- 
dependent sureties or guarantors on the promis«orv notes 
executed by such a person In case of default the pnn- 
ctpal debtor is, however, the per>on to whom the loan 
IS granted The banker can realise his claims from the 
surety or the guarantor only in ca«e they remain unpaid 
from the property of the debtor Such advances are known 
as eienn advances 

The guarantee or surety may be continuing or speci- 
Jc In case of the continuing guarante^lhc suretr or 
“inaraator is held responsible for the fluctuating balance 
of account until the whole of the advance is repaid, white 
in ca<e of the specific guarantee, he is held responsible for a 
single transaction only Suppose A obtain^ a loan of 
Iks SOO After sometime he pays ID Bs 200 But he draws 
Bs 100 again The balance of Rs 400 is thus due from him 
In the ease of a continuing guarantee, the guarantor is held 
liable for Bs 400 and be cannot take advantage of the cre- 
dit of Bs 200 which A had paid in In the case of a specific 
guarantee, however, the guarantor is held re«pon«ib[t for 
Bs 300 only because A had once paid in B" 200 In this 
case, be has to do nothing with Rs 100 which A had again 
withdrawn without bis standing a' a guarantor Wh»n a 
guarantor or surety has paid the money due from ihe prin- 
cipal debtor, he get®, of course, the right to c'aim this 
amount from him 

COLLATERAL SECtBITlES 

Borrowers are generally required to depo-*!! col- 
laterals for the Joans advanced to them Collaterals 
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signify 'ome tangible property or nght of ownership to 
it or documents of value Collateral means ‘ additional ’ 
and such securities are known by this name because they 
stand bv the side of the personal secunty of the borrower 
In fact, they can be disposed off only in the event of his 
failure to repay the loans promptly A collateral security 
may take either the form of » lien or a pledge or a 
mortgage 

A t\en implies the right to retain the secunty, and 
not to sell it This can be done only when a decree ha*; 
been obtained from a court of law and it bas been attached 
on execution But in the case of fully negotiable secunties, 

« q , beater bonds, share warrants, stocks and certificates, 
bearer and registered debentures, bills of exchange, pro> 
rai««ory notes and cheques a banker’s hen implies also 
the Tight to sell them after giving due notice to the cus. 
tomer for satisfaction of claims It does not extend to 
title deeds or documents of title to goods They can only be 
TOtamed 

case'of a vtedqe, the banker bas got the Tight 
to retain as well as to sell the secunties after giving due 
notice to the borrower. This, then, is the difference between 
it and a hen, with the excephon of those securities which 
have been mentioned in the last para Hence, a pledge is 
preferable to a hen in ordinary cases 

\ moTtgaqe is necof><ary when the secunties offered 
consist of immovable property la this case os opposed 
to in the case of a lien and a pledge, the possession is not 
transferred to the lender It remains with the borrower or 
somebody appointed by him What is usually transferred 
IS the ownership In the case of a hen and a pledge, 
however, there is usuallv a transfer of possession and not 
of ownership But what has been, said here regard- 
ing a mortgage is true of only a legal mortgage 
In tact, mortgages are of several types, though we 
are concerned here with only a legal mortgage and an 
equitable mortgage A legal mortgage is effected by"* 
means of a mortgage-deed which is written on a stamped 
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Government paper and is registered with the Refristrar of 
the Mortgages. An equitable mortgage is effecteiJ, on the 

other hand, only by depositing the title-deeds with or with- 
out a memorandum or by depositing only a memorandum 
of charge and not the title-deed with the mortgagee The 
difference between the two 13 that while in the former case 
the ownership of the property mortgaged passes to the 
mortgagee, and hence be acquires the right to sell it en 
default by the mortgager, m the latter case, he has to 
approach a court of law for obtaining a previous sanctioa 
or order to that effect Equitable mortgage is allowed in 
India only in Calcutta, Madras, Bombay, Karachi and 
any other town which the Governor-General by notiPca- 
tion may specify In the case of a legal mortgage also 
on repayment of the loan, the mortgager gets back the full 
ownership of property This right of the mortgager to 
reclaim full ownership is called his ‘equity of redemption ' 

TYPES OF COLLATEPAL SECUpiTI^ 

Collateral securities usaaHy offered hanker ma> 

be grouped under following beads — 

1 Stock Excbkoge Secaritles 

These consist of both Government securities and 
securities of the joint slock companies They may be 
(a) fully negotiable (convertible) or (i>) non-negotiable (in- 
convertible) The latter may, however, be again subdivid- 
ed into (0 inficnbed stocks and (»i) registered stocks and 
shares Fully negotiable securities (convertible) are trans- 
ferable by delivery or endorsement In the ca^e of non 
negotiable inscribed stocks, however, when a transfer ls 
made, an entry is required to be filled in either by the holder 
or his representative lO the issuers register, and hence they 
are not transferable by delivery or endorsement The 
banker must, therefore, to perfect bis title thereto get them 
'transferred into his name by inscription in the boobs of the 
issuer Coming to non-negottable registered stocks, they 
are evidenced by certificates given duly sealed by the i"uing 
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auttioTiby and may be transfettod by means of either a leqal 
transfer or an equitable charge A. legal transfer is effected 
either in writing or under seal by the execution of a trans- 
fer-deed and when it is sent with the certificate" to the 
company, the banker 13 tegiatered as the holder and a new 
certificate is issued An ^qmtable charge on the other hand 
IS effected only by a deposit of certificates wilh or without a 
memorandum of deposit or a memorandum of transfer 
and duly executed blank transfer. A deposit of certi- 
ficates IS usually accompanied by a memorandum of deposit 
—and duly executed blank transfer, as m cases of default the 
blank transfer can be filled and the shares etc . got trans* 
ferred in the banker’s name In the case of deposit of 
certificates only or a memorandum of deposit also, the 
banker has to call upon the customer in default and ask 
him to execute a legal transfer and on refusal he can obtain 
the sanction of a court for a transfer and for a power to 
sell the securities This is surely not convenient for him, 
and hence it is not very popular 

STOCK EXCHANGE SECDRITIES 

I 

! 

I I 

Fully Nesotiable (eonvertibU) Non negotiable (convertible) 

Transferable by delivery or | 

endorsement 1 

!_ 

I I 

Inscribed stocks Translcrnot possible Registered stocks and shares 
by endorsement or delivery The holder ] 

or bis nominee has to sign in the issa | 

Ing company's register | 

I 


Legal transfer through transfer Eqaitable charge Delivery is given with 
deed or without a memorandum of depositor 

with a blank transfer form 

Merifs (l) They are easily and quickly realisable 
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(2) Their actual market value can be easilj ascer- 
tained 

(3) Their value does not fluctuate violently 

(41 Their title IS clear, and hence they are transfer- 
able without much difficulty 

(5) In the case of negotiable securities, the banker, 
if he takes them boaa fideMd for value, ‘ acquires a title 
against all the world to hold them until the obligation they 
were given to cover is discharged’, 

(61 In times of need they can be pledged with the 
central bank without much difficulty for advances , from it 

DetvertU (1) In the case of a partly paid share or 
debenture, the banker may be called upon to pay the un 
called portion, as a failure to do the same usually leads to 
its forfeiture 

(2) Certain joint stock companies insert a clause in 
their article to the effect that they will have a first and 
paramount hen on their own shares for any debt due by 
their customers who happen to be tbeir shareholders also 
In such oases, a banker may find his right valueless if he 
finds at the time of their sale that tiiere is a debt owed by 
hi s customer to the issuing company as well 

(3) If the securities are non-negotiable, there is 
much inconvenience at the time of transfer The banker’s 
title to them is the <ame as that of the transferer, 
and it IS possible that they may turn out to be 
defective 

Precautions (1) Sufficient margin mu't always be 
maintained As soon as there is a fall in the value of the 
securities, fresh collaterals roust be obtained or the amount 
of advance reduced 

(2) Partly paid share’- and debenture; should, on no 
account, be accepted 

(31 In the case of non-negotiable securities, as far 
as possible, transfer must bo effected at the time of the 
advance 
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(4) Speculative shares must be avoided 

2 Negotiable iDstraments 

We know that a bill of exchange can be discounted 
with a banker When this is done he the full right 
over the same and may sell or re discount it to or with 
anybodv else In case it is given as a pledge this is 
not pos^-ible, and the banker must retain it till maturity 
It IS, therefore, ahvavs better from the banker s point of 
view if =uoh securities at© sold outright to him rather 
than be pledged 

J/eritj (1) They give better title to the banker if 
taken in good faith 

(2) Their value IS fired 
( 51 They may be ro*pledged 
(4) Money i« available at maturitv 
.Dementj A. negotiable instrument en^aiW upon the 
banker the duty to realise its value on maturity 

Precautions As far as possible they should not be 
accepted by way of pledge but rather be bed on discount 
Tins IS oecessarv if the banker wants to have the right to 
re discount them with the central bank 

3 Goods or Documents of Title to Goods 

If good= are pledged with a banker they may be either 
kept in bis godowu or left in that of the borrower In the 
latter C3«e, it IS necessary that tbekej® shou d be handed 
over to the banker In both cases, insurance is required 
to be effected and the premium is payable by the borrower 
In the former case, he is also required to bear storage 
charge^ Documents of title to goods may also he 
pledged The«e include, a bill of lading, dock warrant, 
warehouse keeper's certificate, wharfinger's certificate, 
railwav receipt, warrant or order for the dehverv of goods 
and any other document used m the ordinary course of 
business as proof of the possession or control of goods, 
or authorising, or purporting to authorise either by endorse- 
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meat or delivery, the possessor of the document to transfer 
or receive goods thereby represented 

Almts. (1) Goods or documents of title to goods form 
tangible securities 

(2) Their va^e does not fluctuate widely 

(3) They can be sold very easily 

(4) Advances made on their basis are likely to be paid 
within a short penod as they are held with a view to be 
sold at the earliest opportututy coupled with sufficient 
profits 

(5) Their value can be easily determined 

Demerits (U Goods are liable to deterioration and 
damage 

(2) rheir value is subject to daily fluctuations though 
not widely 

(3) In certain oases, it requires an expert knowledge 
to make a correct estimate^ of the quality, and hence thtre 
are more chances of fraud * 

(4) Some goods require a huge space for storage 

(5) There is a greater possibility of theft 

16) As they are required by the borrowers m small 
lota according as they are sold by them, the banker i*- put 
to much mconvenienc© in giving delivery and keeping a 
record There is a danger of mistake in releases as well 

(?) In the case of document of title to goods, there is 
a possibility of forgery 

Ueasons for their Unpopularity xn India ID There 
are no licensed warehouse® worth mentioning m this 
country 

(2) There is a lack of suitable grading in the ca®eof 
many commodities In others, it is not strictly adhered to 

(3) There i® an absence of organised markets for 
certain ®taple commodities in venous places and hence the 
difficulty in ascertaining their value 

Precautions (1} Goods more liable to deterioration 
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ai d damage must as far as possiUe be avoided lu case, 
they are accepted insurance should be effected against all 
possible risks Bullion is perhaps the best of all the goods 
as far as freedom from the hability of deterioration and 
damage is concerned 

(2) Care should he taken to find out daily changes 
m the market value of the goods received on pledge and 
sufficient margin must always be maintained with a view 
to safeguard against losses due to a fall in the value 

( )) An expert staff must be maintained with a view 
to ascertain the quality of the goods pledged 

(4) There should be stnot supervision regarding re- 
leases If possible a whole time clerk must be kept for 
this purpose 

(5) In oases of the pledge of documents of title to 
goods, care must be taken to ascertain that they are 
genuine As far as possible attempts should be made to 
obtain evidence of the fact tbat the title of the borrower 
to the documents offered as secunty is good 

(6) A banker should accept only such goods m his 
godown as he thinks would be safe there In case, they 
are to be left m the godown of the borrower himself, it 
should be thoroughly examined and defects if any must 
be removed As far as possible cemented granaries must 
be given preference over ordinary granaries 

17) The hanker must also satisfy himself above all 
with regard to the honesty, integrity and prudence of the 
borrower He must be experienced m the hue of his 
business 

(8) The banker should also be careful in dealing with 
agents and employees Their authority to borrow and 
pledge must always be determined 

19) In all cases, an evidence of the. pledge must be 
obtained in writing 

(10) There are several copies of a bflCaf lading Hence 
when this is accepted as a security, all copies mu'sthe 
obtained with a view to protect against fraud 
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4 Lite Policies 

If there has been no misrepresentation, or inaccurite 
information at the time of the proposal, life policies form 
a good security against advances on the basis of the actual 
surrender value But they do not figure prominenth in 
the list of the bankers* securities these days as Life 
Insurance Companies themselves are always prepared to 
make advances on their basis, and it is much more con 
venient for a borrower to approach them than the bankers 
There may be an equituUe or legal mortgage in this 
case as well The former means here the sub’ni'Sion 
of the policy itself with or without a memorandum and 
the latter means the filing of a ‘deed of assignment,’ the 
operative part of which includes covenant by the borrower 
for repayment of principal and interest, and an aesigjj 
ment of the policy subject toafcpromise fc^^ \ reilemfltibn 

1/0 value can easily be ascertained 

On the back of a lifu policy itself a mode of the deterinma* 
tion of surrender value is given It Can al«o be found out 
by refeieoce to the Insurance Company 

The value of a life policy goes on increasing as 
the tune lapses, provided of course premiums ere being paid 
regularlT 

(3) Where a policy has been deposited even without 
a memorandum, and the depositor becomes bankrupt, the 
trustee in bankruptcy cannot claim the policy without 
satisfying the claim of the banker 

14) A life policy automatically matures on the borrow 
ers attaining a certain age or in the event of his death 

(51 If a policy has been a3-.igned and notice gnei to 
the insurance company, it provides a complete ®ecuiity 
There is no difficulty in proving the title 

(6) It can be assigned by a banker to a third party 
as security for an advance 

Dement'* U) The validity of the policy may he ques- 
tioned at the time of payment in case it turns out that 
the assured bad not disc'osed all the niafmaJ facts in the 
proposal form 
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(2) In case the age of the assured had not been 
admitted it might become extremely difficult for the banker 
to prove the same in the event of his death 

(J) Cases of suicide and death by the hands of justice 
are not usually covered by an msura.nce policy 

(4) In case a policv is takeu out by the assured to 
provide for his wife and children it may not be good for 
the reputation of the banker to put hi<s claim against the 
widow and orphans 

(.'^1 The value of a policy increases only by the uon 
tinued payment of the premia If they are not paid 
hv the assured the banker might be required to make the 
payment himself 

lb It the policy has been taken by a third per=ou, 
it may heocnie void m the absence of an insurable interest 

C<) If the policy has not been taken possession of 
it IS possible that a subsequent mortgagee may obtain a 
prior right of assignment to the banker giving earlier 
notice and obtaining its possession 

Pnc tunons (1) The banker should see that the age 
of the assured has been duly admitted and must obtain a 
copy of the proof of such admission 

(2) He must a!»o examine whether the person taking 
the policy on the life of the assured had an insurable 
interest m it at the time of the taking up of the policy or 
not 

(3] He must insi«t on a legal mortgage rather than 
he satisfied by an equitable mortgage 

U) He must see that premium receipts are constantly 
deposit^ with him and that the policy is not allowed to 
lapse 

15) He must also give a notice of the mortgage 
■charge to the insurance company and enquire whether a 
notice of any other prior claim has not already been given 

(6) An endowment policv is better from the point of 
view of a banker than a whole life policy 
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(7) In case of a policy mthe name of a woman since 
marn^ a certificate of marriage should also be obtained 

(8) Various clauses m the policy must be thoroughly 
gone through with a new to ascertain his own rights and 
liabilities 

lamoTsble Property 

When immovable property la offered for ‘security, 
it IS required to be mortgaged, and as has already been 
observed previously, it will be usually a legal mortgage, 
an equitable mortgage ^ng allowed only in certain places 
and not giving right of sale The deeds must be era* 
mined by a competent authority with a view to ascertain 
their genuineness and correctness Care should be exer- 
cised in valuing the property and as far as possible experts 
should be appointed for this purpose Insurance must also 
be effected 

ihrtts In fact, immovable property has got no 
merit to be accepted as cover against advances, but as there 
are some customers who cannot offer any other thing, it 
has to be accepted 

Dements <1) Legal mortgage is both expensive and 
inconvenient Equitable mortgage is not allowed every- 
where in this country 

(i) It IS difficult to find out the title of an immov- 
able property because ot the peculiarity of both Hindu 
and Mohammedan Laws of Inberitance. 

(3) It IS difficult to form a correct estimate of the 
value of an immovable property Again, the same is f-ub- 
ject to heavy fluctuations 

C41 There is a good deal of difficulty in realising it 
A number of legal formalities are require^to be observed 
It also takes a good deal of time to find* out a purchaser 
Different values are attached to the same property by 
different persons and at different times 

(5) Certain classes of house property rapidly deteno- 
rate in value if they are not kept m a proper condition of 
repair 
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(6) From the time of the acquisition of a house pro- 
perty ofl the expiry of the period of deht to the time of its 
sale to somebody else, the banker has to find out tenants 
and arrange for repairs 

(<) It IS extremely ^difficult and inconvenient to find 
out whether the deed to an immovable property is genuine 
and correct 

IS) In cases of leas^old property, there is always 
the danger oi the forfeiture of the lease due to non-pay 
ment of the ground rent 

O’ There is a danger of a loss to the property by 

firo 

Precautions (1) Sufficient care should be exercised 
at the tune of the determination of the title of the borrower 
to the immovable property offered by way of security 

O) The deeds should be immediately submitted to 
a competent authority for a dose examination. 

(3) Provision must be made for future repairs 

14) In cases of a leasehold property provision must 
also be made for the periodical payment of ground rent 

(5) All house property must be insured against 
fire and the borrower should be askM to produce for the 
banker s inspection receipts for each annual premium 

(6) Second mortgages should be avoided, and if 
notice of the same he received from somebody else, the 
banker with whom a first mortgage has already been 
made should cease to make further advances as all such 
advances wiU create a charge postponed to the second 
charge of which notice is received 

TEST QUESTIONS 

t What do you Bndttstand by the term advarces ? Expatn 
(he meaning of conluiums and apecific guarantee or surety m this 
COnnec^on 

V'"’ What do you understand by the tertii colfatersi securities ? 
What form they may take? State the points of d ffererce between 
each 


11 
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^ 'M'hat are ditfeient types ol collateral securities (usually accept 
ed by a bank ? Vnte a snort note on the characteristic features of 
e^h 

^ 4 What are the meiits and dements of stock exchange securities 

as collaterals from the bankers point of view i Suggest measures for 
minimising the latter 

5 Discuss the merits and demcntf of goods and title I? goods 
as ccllaterals What precautions sboiildbe taken while accepting them 
as such ? Can you give reasons lor their unpopularity in India ? 

6 What are the mettls and demerits of life policies as colla eral ? 
Suggest points to be borne in mind wMie accepting them as such 

7 immovable properry does not provide with a good colfateral 
Comment on this statements from a banker's point of view. 

8 Negotiable Instruments sliould be accepted for good by a banket 
and not as a pledge as tar as possible Discuss the state rten 


CHAPTER XI 

BANKLU3' CLEARING HOUSE 

A bankers cloarmg hou«e I'l an institution ut credit 
where reciprocal liabilities of the local banks are cuiintor 
balanced against one another As bas already been nb^erred 
in Chapter VI, the function of the settlement ot clearance 
balances between tfie banks has been adopted by all central 
banks as a matter of course or as a duty laid down bj la^v 
In some of the countries where clearing arrangements 
bad been made long before the establishment of a ct.ntral 
bank oy the commercial bank^ themselves, or where 
the central banks dii not take initiative m the matter m 
the b ginning, there are independent clearing bou^e insti 
tutions »Mth constitution* and premises of their own But 
there too the central banks, apart from being their mem- 
bers, have to perform also toe function of settling the 
differences between the bank- at the end of each clearing 
In others they usually provide for clearing house 
accommodation, frame rules for the conduct of the opera 
tion. supervise them and finally perform the function of 
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settling the differences as well Illustrations i^ere given 
from the practices in England and India In the same 
connection, it was also saad that by our experience we 
find that the cheques, etc drawn on any bank and 
presented by other banks on behalf of their customers 
for payment over any period tend to approximate closely 
the cheques etc , on them received from its own depositors 
In fact, it u upon this principle that the bankers’ clearing 
houses have been established 

PROCBSS OF THEIR WORKING 
The process of working m them is very simple Sup- 
pose there are four clearing backs, namely, A, B, C and D 
Each of these banks keeps specially ruled sheets known as 
Summafi, sheet'^ of out c/eurtny wherein the record* of all 
cheque-' or bills which it has to realise from other banks 
are made Tn^^ if bank A on sorting cheques and drafts 
in Its poasession, finds claims against bank B, it will enter 
the same on the sheet. Claims against other banks will be 
similarly entered A separate sheet is used for each indi- 
vidual bank After this, the cheques, etc , are carefully 
checked and bundled up separately^ These bundles are 
then taken to the clearing house and put on clearing desks 
of the above four bank-v respectively There, the (lerks 
of the respective banks make their record, in the £ummorii 
sheet-' 0/ in cleartng. in the same way as the record had 
been made in ‘summary sheet* of out clearing as referred 
to above If the total of out-cleanng of bank A against 
bank B 1* greater than the total of its in clearing from the 
other, it has to receive a balance, and vice-vSrsa Then 
these balances as shown by the sheets are entered upon a 
list known a* 'the General Balance Sheei of the particu- 
lar bank This list contains printed names of the above 
banks with Dr and Or money columns on the left and 
right sides respectively If an amount is to be received 
from a bank, it is entered on the debit side just in front 
of the particular banks name and vice ver»a A balance 
IS then struck out of the debit and credit totals and in* 
truotions for transfers are given to the central bank. Tor 
instance, if bank A has to receive a balance, it direct, the 
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central bank to transfer the same from tlje clearing houso 
account to its own account and vice versa Thus the entries 
in the accounts of the cteanng'banks with the central bank 
are made as also with the entnes in the account in the 
name of clearing house It must also be noted that the 
cheque^ upon different banks are sent to their respective 
ofBces and in case any of them is refused there, it is treated 
as an out-cleanng for the refusing bank 

ADVANTAGES 

This organization is advantageous both to the bankers 
and society at large It is advantageous to the (bankers 
inasmuch as they are not required to seiid their men to 
each bank separately Keitber aro they required to re- 
••ceive or pay in cash unnecessarily This provides for an 
additional advantage, t>i7 , that of the necessity of keeping 
not very large sums m band It is advantageous to the 
society al«o as u can do with less amount of cash It 
benefits by the extension of credit as well due to the 
increasing use of cheques encouraged hv their settlement 
through this system 

FNOLI'H CLEARING IlOUSe, SVSTESt 
In England, as was pointed out in Chapter VI, there 
are independent clearing bouses in London and eleven pro. 
vinaial towns, and m the former and seven of the latter, 
where. the Bank of England has got its office and branches 
respectively, the banks bettle their clearing difference'* by 
cheques drawn on their accounts with the Bank of England 
in these respective places But in the four towns where 
there are clearing bouses but no branches of the Bank, 
differences are settled between the head offices of the banks 
in London by cheqbes drawn on their accounts with the 
London office in the same way as London clearings 

London Clearings 

London clearings are divided into three section*. — 

(1) Town clearing, (2) Country clearing, and IJ) Me- 
tropolitan clearing 
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(1) The town cleanng covers an area within easy- 
walking distances from the Bank of England Oidmaiily, 
two clearings are effected each day, one in the morning and 
the other at the afternoon Elach clearing bank sends round 
to the clearing bouse at the time dsed bundles of cheques 
known as charges— each for different banks These are 
exchanged, entered and added and so far as possible the 
totals are verified ^ A balance is then struck out from the 
in oleanngs*and out clearings from and to each bank This, 
then IS entered on the General Balance Sheet on the debit- 
or credit side as the case may be, just in front of the name 
of each bank printed therein The two columns are then 
added up and the difference represents the total sum owing 
to or by the bant in question on general balance Each 
bank keeps an account at the Bank of England and there is 
also an account called the cleanng bankers account and 
the differences are settled by transfers between these 
accounts 

12) Countrv clearing consials of the oleaiing business 
of practically every bank and branch bank in England and 
Wales outside the Metropolitan district Every country 
bank appoints one cloaring bank m the City of London ad 
its agent for this business Hence they receive cheques 
drawn on other country banks from their branches and 
correspondents The process followed here is the same as 
that in town clearing There is only one country clearing 
on each day. The general balance ascertained from the 
General Balance Sheet is not settled directly but through 
the town clearing of tbe next day but one — it being 
included in the same balance sheet This delay is due to 
the fact that the cheques are sent to the different country 
banks and ‘settlement is made only on receipt of inform- 
ation from them 

(3) A/etropofilon cleoring was inaugurated compara- 
tively late It embraces cheques and drafts received 
from the branches or correspondents of the e'eanng banks 


1 The actual process has already been explained previously 
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outside the town and country clearing areas drawn upon 
the banks situated therein These are sorted and pre- 
sented to tie head offices of the branches and agents of 
the other banks The balance in the General balance 
Sheet of the Metropolitan olbanng also is transferred to 
the General Balance Sheet of the town clearing of the next 
day Just like the country clearing there i« one clearing 
of this also each day Each clearing bank on receiving 
the charges sorts them out and sends to the drawee banks 
for honouring Information received by the next day 

In case any cheque or draft is returned dishonoured, 
it IS regarded as an instrument for out oleanng of the 
particular clearing 

It must also be noted that drafts are not included in 
the country clearing, while In the town and Metropolitan 
oieanngs, they too are included 

CLEARING IN INDIA 

It was also pointed out in Chapter V, that in our own 
country there were autonomous clearinghouse institutions 
at the more important centres even before the establish* 
meat of the Beserve Bank of India, the conducting author 
ityiQ them being naturally the Imperial Bank of India 
which managed all affairs on behalf of all the members 
Since the establishment of the Beserve Bank of India, 
however, the same ha^ taken the conducting author.ty of 
some of them on its own shoulders But there are even 
now two places, vtz , Calcutta and Cawnpore where in 
spite of having its own office and branch respectively it 
has left the conduct of this operation on others Che 
members do however, settle their clearing diflerences in 
all the«e places by means of cbeques drawn on their 
accounts with it only But there are places where the 
Beserve Bank of India has neither an office nor a branch, 
and hence in them Imperial Bank of India is not onlj the 
conducting authority but also the agency for the settle- 
ment of differences thereof With the development of 
banking habit and use of cheque currency, more clearing 
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houses shall have to be estabbshed In some 'of the impor 
tant towns, the business might be required to be divided 
here as well into sections as m London The Reserve 
Bank of India and the Bankers' Association being alive 
to the need mav be expected to take the necessary step* 
when required 


CLEARING HOUSES IS OTHER COUNTRIES 

The \menean clearing bouses render very valuable 
service- They fix the minimum rates of interest to be 
paid to depo'^itors, issue certificate* to banks on the basis 
of which thev can borrow, and do sundry other things On 
the continent of Europe too, almost in every countrv 
there are clearing houses, though the work in them is 
not verv heavy because of the lesser use of cheques and 
crossing* over them than in England and Wales 

TEST QUESTIONS 


I Define a elearine houte and mention the part played by central 
bank* in dill eonncctien On what principle doet it work i 

Describe briefly but clearly the wetking o< a banket s deann; 
house Illustrate your answer by means ot an example. 

3 Vhatare the advantages el a clearing house? Discuss them 

fully 

i Cue a short description o( clearing in England Describe the 
vrcrkirg ot the London cleanng house in detail 

5 Vhat clearing arrangements have bees made in India? Give a 
short description ot the same Does it reqoire any improvement? 



BOOK II 


BANKING IN INDIA 

CBAPIER XII 
HISTORICAL REVIEW 

Banking, a*- we understand it at present, has developed 
in India only during the British mJe But tbJ® does not 
mean that there was a complete absence of thfl activities 
included in this term in our country before its advent We 
havegot evidences regarding the existence of money-lending 
operations from the Vedio period ('000 B. C ) onward The 
word ‘Bma (debt) is found at several places in Rigveda and 
Atharvaveda There is a mention of money-lenders called 
Seths in Buddhist Jatakas as well which according to 
V Sontli may t»o takaw V> refer to tht> fifth 
centuries B 0 The money-lenders of Sarsuti lent to the 
Government of Firoz Shah (1351— «8) huge sums of money 
which were used for payment to the array There i** s men- 
tion of the credit instruments also We have a legend of the 
tunes of Lord Krishna to the < (Feet that Narsmba Bhagat 
of Junagarh drew a hundi on Seth Samalshah of Bwarka 
This may not be true as ‘there appears to be no reference 
of hundis or bills of exchange * so far as Buddhist literature 
or Sutras were written But there are traeps of the is-ue 
of letters of credit by big merchants in a few towns De 
posit business too seems to have developed to some extent 
though not considerably by the time of Manu, about the 
second or third century A D, as he devotes a special sect'on 
to the subject of ‘Deposits and Pledges’ in his Smiriti 
Money changing business too must have developed much 
earlier though it assumed importance only during the 
Moghul period when coinage had been undertaken on a 

•> 
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very large scale, and niunerous coins, some of tbe same 
denomination but all diffenng m market value, had come 
into circulation From all this it is obvious that India 
possessed for all times known to history *a system of bank 
ing which admirably fulfilled her needs and proved very 
beneficial to her, although its methods were different from 
those of modern Western banking* 

IMPORTANOE OF THE INDIOENOOS SYSTEM OF 
BANKING BEFORE THE INTRODUCTION 
OF THE MODERN TYPES OF BANKS 

I he calling was very lucrative as is evident from t e 
fact that those practising it were rery wealthy and wielded 
considerable influence They were, unlike the Jews of the 
West, held in high esteem both by the public and the state 
Even such an orthodox Emperor as Aurangzeb honoured 
them He bestowed the title of ‘Seth to the most eminent 
banker of his time, Manik Chand Emperor Farrukhsiyar 
granted the hereditary title of ‘Jagat Seth (world Bankeil 
to Fateh Chand who was the adopted son of Seth 
Manik Chand Their relations with the English also 
remained very cordial According to the account given by 
the Rev J Long 'm 1759 Clive entertained Jagat Seth for 
four days at a cost of Rs 17,374 He received immense 
help from him in his evil designs on the Kawab As re« 
gards their skill in the business performed by them we may 
rely on tbe observations made by a well known French 
traveller J B Tavernier During the course of tbe same 
he remark", ‘All the Jews who occupy themselves with 
money and exchange in tbe empire of the Grand Seigneur 
pass for being very sharp but in India they would "carcely 
be apprentices to these’ ® 

DEOUHE OF THE INDIGENOUS SYSTEM OP BANKING 

But the busmens and power of these people began to 
wane and by the end of the eighteenth century they 'appear 
to have been shorn of much of their glory’ The following 
were the causes — 
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(1) The English traders could not make much u^e of 
the indigenous banlcer=* owing to their ignorance of the 
language used by them 

(2) The attitude of the mdigenois bankers aisodid 
not change Tbev followed tbetr own methods and were 
concerned only with the granting of credit to the agricul 
tun«ts and the artisans and the financing of the internal 
trade of the counter 

13) The Eaet India Company *uc<essful]y prevented 
the establishment of banks m thi< country on Western hues 
for a considerable time but gradually they bad to be e« 
tablished and offered a keen competition in certain sphere'- 
of the banking busine*- perforaied by the indigenou*- 
bankers 

(4) The indigenous bankers suffered due to the con- 
tiDUons warfare and chaos that resulted from the break up 
of the Moghul Empire ‘There is bi-tonca] endence that 
the indigenous bankers claims on ruling prince^ weresome- 
times evaded or not satisfied 

(5} The indisenou* banker- aKo resorted to various 
malpractices which brought for them a bad name, and tbu^ 
contributed to their decline 

(6) Ther lost their profitable tnosey-changing ba^i 
ness after the univer^alisation of the British Indian rupee 
throughout the country in 1835 

{“) The diversion of trade frimoMto new routes 
and the change m the basis of India *■ trade relations with 
other countries that were brought about by the develop- 
ment of railwsvs, fiteam'hips, post and telegraph, also affec- 
ted the business of Ibese people adversely 

ESTABLISHMENT OF THE BANES OF MODEKV TiPE 
Mo'l probably the credit of ^Urting the first bank. 

3 The teiM Indisenoss BjflVe** may re svpFOseC to oean here a'l 
danes of people tradiog in opeiortaot the other io money pn the most 
anilQoated method For a forthe* di*cn«son eteaw conmh •* in the ne»t 
chatfter 
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of the modern type goes to the Province of Madras It 
was a Government institution managed by its officers 
belonging to the Council The bank was probably 
started m 1688 The next attempt was made in Bombay 
m j7 4 bv the Government and a*- a result of thi® effort 
a second bank of the type under reference was opened in 
that city m the above mentione i year Later on several 
private banks were established in Madras along with one 
more Government bank These were originally the banks 
of deposit and discount though later on they began, to 
i««ue note's also In Bengal, the first banks of this type 
were those started by Calcutta Agency Houses They 
were i lainly trading concerns interested in tea and indigo 
Banking was only an adjunct Alexander & Co along 
with several others was responsible for starting the Bank 
of Hindustan in 1770 The Bengal Bank and General 
Bank ct India came into existence sometime in 1786,- 
the former being, of course not connected with any agency 
house and Calcutta Gazette of March 16 1786 prohibited it 
from engaging in commerce The latter, as far as is 
known, was the first Joint Stock Bank with limited liability 
in the whole of the Empice as this principle was applied 
even in England as late as 18^5 and then too banks were 
excluded fiotn this privilege It was only after the crisis 
of 1857 that it was extended to the banks but care was 
taken to exclude notes from it In India, the privilege was 
incorporated in the Indian Companies Act of 1861 

The General Bank of India grew in importance It 
was soon appointed bankers to the Government Its 
management wa* the most efficient and this was res 
ponsible for giving it headway over its rivals, specially 
the Bank of Hindustan and tbe Bengal Bank But with 
the currency difficulties of 1787 ill informed aspprsions 
and unjust criticisms were cast on it After the famine 
of 1788 it could not lend money to the Government at the 
usual rate of 8 per cent Government connection, there 
fore with the bank was severed in 1789 The bank was 


A tn molt ot the text books it Is eiyen to the Agency Houses ol Cal 
cutta They are evidently wrong 
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voluntarily dissolv^ by iiquidation on 3l«t March, 1791 ' 
By the end of the year the Bengal Bank had also to go 
into liquidation because of itd inability to meet the run« 
The Bank of Hindustan survived It resisted very vuc- 
cessfully not only the run of 1791. but also those 6f 1819 
and 1829 But in the end. it also failed in 18X2 in coii'P 
quence of the failure of the Alexander & Co with whicli 
it had been intimately connected since its mception 
Other banks also started by these Agency Houses viit 
intimately connected with one or more of them had to 
meet the same fate * The Calautta Bank which had bf«n 
opened by Messrs Palmer & Co had already faiU*d ifl 
1829 and the Commercial Bank of Calcutta alsovient to 
the wall with Messrs Mackintosh & Co , m 1833 kU 
these banks issued notes and hence their failures brought 
complete ruin not only to tb© depositors who includ I 
many widows and pensioners but also the note bo]det» 
All these were European enterprises and hence the blame 
of their failure cannot bo put on the shoulders of the pt >ple 
of this country 

Presldeocf Baaks 

The Bank of Bengal,* the hr»l ot the Presid n< v' 
Banks, was established in 1806 as the Bank of Calcut a 
and received its charter as the Bank of Bengal in isD 
The principal object of starting this bank wa ‘ to ren lor 
service to the public without incurring any great n k 
and without causing any kind of inconvenience, and help 
the East India Company’s Government in its hnamial 
embarrassment if and when required It was a so on© of 
the objects of the hank to supply specie cheaply. In 182 b 
it was allowed to issue notes and in 1 s39 to open branches 
and to deal in inland exchange, but not m foreign exchange 
The Government of Bengal contributed about one fifth of the 
capital also with a view to be aide to share in the direction 
of the business so as to keep it withm safe limits The 
secretary of the bank was usuallv a member ol ihe 

S This bank was quice diOcreot trom Ihe Bengal Bank whch«as 
started >n J7S6 and liquidated In 1791 as already mentioned 
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civil <ervice. and soma of the directors were appointed by 
the Goyemment 

The Banks of Bombay and Madras were established 
in lb40 and 1343 i6=pe<5twely with a contribution of some 
part of the capital by the Governments of the respective 
irrovinces and along the lines of the Bank of Bengal They 
aKo issued notes The three Presidency banks were 
given the monopoly of Government banking. The pri- 
vilege of note-issue was, however, snatched from them in 
1861 by the Government of the country as it undertook 
the monopoly of thi" business in its own hands m this 
vear As a compensation for the usurpation of the right 
of note i«sue, it gave them the u«e of its balances in 
tht Presidency towns and at tbeir branches® free of 
charge 

In the year 1868, there occurred an event which 
changed the relationship of the Governraent with the 
Presidency Banks The Bank of Bombay had become 
involved in the speculative activities of 1862 — 65 that follow- 
ed the American Civil War and the rise in the price of cot- 
ton, and suffered serious lo«‘ses This led to its voluntary 
binding up and the establishment of another bank iminedi- 
atelv and having the same name, with a capital of Rs 1 
CTore No doubt, the depositors could be paid in full, 
but the shareholders got almost nothing The Govern- 
ment thereafter withdrew its capital from the other two 
hank'* also and ceased to take part in the management 
and appointment of directors etc A Commission was 
appointed to examine the causes of the failure of the hank 
and its report led to the passing of the Presidency Banks 
Act of J876 which contained provisions regarding restno- 
tioD'- on their business They may be briefly "fated as 
follow® — 

(0 They could not undertake foreign exchange busi- 

ne®' 

(i») They were prohibited from borrowing or receiv- 
ing fleposits payable out of India 


6 In •ome (ext books mvnlion bas been made of only the Presi 
dency towns and not iheir branebes ,^This is wrong 
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0») They could not leud for a longer period than -ix 
month® , 

(tv) They were forbidden to lend upon mortgagt 
or on the security of immovable property or upon promis- 
feory notes bearing less than two independent names or 
upon goods unless the gopds or titles to them were deposit- 
ed M ith the banks as security 

They no longer enjoyed the full u®e of the Govern- 
ineiit balances Reserve Treasuries were constituted at the 
Presidenty town® into which the surplus revenues « ere 
drawn and the balance- loft at the disposal of the hank® 
were strictly liroited 

■Notwithstanding thi taut that these banks, received 
deposit&i discounted inland bills and managed the public 
debt of India it wa® realisul that their popularity wa® 
contined to the presidency towns or, at the mo«t few com- 
mercial centres in their respective territories Thej 
suftered from serious shortcon)}nj?s, the most importuit of 
them being as follows — 

ID There was no co ordination between them at all 
As early as 18^6 the deraind for converting the Bank of 
Bengal into a ‘Bank of India had been placed before the 
Court ot Directors of the East India Company During the 
years 1860 to 187fi again it was renewed In 1898 some 
witnesses befona the Fowler Commission advocated the 
establishment of a central bank In the Chamberlain 
Commission suggesttd the appointment of a small expert 
committee in India to examine the question During the 
last War period the absence of one bank for the whole of 
the country was keen v felt 

(’) They started branches only in places where they 
were certain to get profit At the tune of amalgamation 
they had altogether only 59 branohes 

13) They did Hot possess sufficient funds for financ- 
ing the trade of the country Their combined capital was 
Rs 3^ croros reserve R® 3.77,79,000 and deposit® 
Rs 87,04,53,000 at the tune of amalgamation in 1940 Most 
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of tbe Government balances lay idle in its treasuries and 
«ub tresBuries 

(4) There was no provision for the contraction and 
expansion in the volume of note'CircuIation according to 
the trade demands of the country, and this led to violent 
fluctuations in the rates of interest and discount. Tbe 
Government controlled currency while the credit was con 
trolled, if at all, by the Presidency banks and there wa« no 
connection between the two 

(d) The first tov» restrictions, were imposed on the 
bank" to preclude them from a risky type of business 
but thev were continued even after tbe stabilisation of tbe 
exchange rate “The first joint meoioiial of the three Fre 
sidenoy banks presented in 1877 demanded permission to 
borrow in London and India and to deal in foreign ex- 
changes A conference wav held in 3899 to discuss the^e 
points of grievance but nothing came out of it, inspire 
of tbe fact that public opinion condemned the retention 
of these restnotions The plea in favour of borrowing in 
London was always «umman)y rejected without due oon«i« 
deration of the merits of the case * 

(6) They did not fulfil the functions of a bankers 
bank and a lender of tbe last resort They were not 
strong enough to support tbe whole burden. Yet they 
could have done somotbing by indicating their intention 
to stand behind, at any rate, tbe more deserving Indian 
.banks 

Indepeodent Commercial Banks 

After the year 183J on tbe failure of the banks started 
by agency bouses, independent commercial banks were 
established in this country These were based on un- 
limited liability principle upto the year 1860 C. N 
Cooke mentions of tbe opening of twelve banks and dying 
out of about half of them dunng this period “Now, as 
tbe agency bouses which acted as bankers to tbe civil 
and military services had been swept away in tbe crisis 
of 1839—3^, need was felt lo have some other credit institu- 
tions for the benefit of tbe members of these services and 
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theA.graand United Semce Bank and the Government 
Savings Bant, Calcutta «cre almost immediately opened 
for this specific purpose Later, the Agra Savings Bank 
and the Uncovenanted Semca Bank were established ’ 
Among the causes of their failures may ^ mentioned spe- 
culation and fraud This was due to the loose audibng of 
accounts whii-h obtained in those days Effective audit 
IS always indispensable to the growth of healthy banking 
Some of the banka of this period no doubt, gave a goi^ 
account of them 

The year 1860 marks a new era in Indian banking 
as by an act of that year the pnnciple of limited liability 
was first applied to the joint stock banks of the country 
This together with the increased prosperity, because of the 
high prices of cotton due to (he complete stoppage of its 
supply from America as a result of the Cml War there 
led to the establishment of about twenty five banks during 
the course of specially the year 1864 65 But they were 
all short Uved and collapsed as soon as the speculation 
it<-elf to support which they bad arisen ceased to exist 
The Bank of Upper India established in 1865 however, 
survived til] 1914 

The period from 1865— ISOo was a period of quiescence 
and very few banks were established during these 40 years 
But of those which were esUbhsbed some have played an 
important part in the banking history of the country The 
Allahabad Bank which was opened in 1865 still survives 
and IS one of (he five biggest banks of India The klhance 
Bank of Simla was founded in 1874 It bad a very brilliant 
career and closed its doors m 1923 mainly due to misfor 
tunes An estimate of its position may be made from the 
following figures relating to the year 1921 — 


Paid up capital 
Reserve 
Fixed deposits 
Current deposits 


Rs 88 lakhs 
R« <>3 lakhs 
R« 900 lakhs 
Rs 679 lakhs 


7 L C ]a n Itt4ig4not s Ba"k »g 



HISTORICAL REVIEW 


177 


Total deposits Rs 1,627 lakhs 

Cash balance Bs 4 19 lakh' 

Branches 36 

The Oudh Gommatual Bank wa's regivteied in IHbl 
Its head office IS at Pyzabad It is a sche luled bank The 
Punjab "National Bank was floated in 1894, and i' at present 
one of the big five of the countrj The Peoplp ' Bank was 
started in 1901 and liquidated m 1913 Its 'ole aim was to 
promote and maintain industrial enterprises on Swadeshi 
lines The circumstances in which it undertook to do this 
were not favourable Industries were either conspicuous 
by their absence or in ver\ immature stages ot gro vth 
The managing director therefore became the promote! and 
manager ol several enterprises and the result %v as, as it is, 
when banking and entrepreneurial functions are comb ned 
without strict adherence to the necessarj b n' mg prao 
ties' An estimate of its position nay be made from the 
following figurts relating to the year 1)10 — 


Paid up capital 

B* 

11 a lakns 

Reserves 

Be 

1 $ lakhs 

Deposits 

R* 

^8 4 lakhs 

Cash credits bills, pro notes, over* 



drafts 

Rs 

79 3 lakhs 

Deposits with other banks 

R» 

2 4 lakb'i 

Drafts tn hand 

Rs 

1 9 lakhs 

Debentures and other investments 

Rs 

4 2 lakhs 

Government paper 

Rs 

4 2 lakhs 

Cash in hand and at bank 

Rs 

7 1 lakhs 


The failure of bauks in 1865 broke the spirit of the 
entrepreneurs The banks involved were managed by both 
Indians and Europeans We know that even such a strong 
bank as the Bank of Bombay was put to disgrace and 
liquidation in 1868 mainly as a result of the speculative 
panic of I860 But there was another cause for the 
quiescence which fully explains the situation "We know 
that the gold price of silver began to fall after the seventies, 
and India being then on the silver standard, every fad in 
the value of «ilver altered the rate of rupee exchange 
This incrui«ed the element of uncertainty m the foreign 

12 
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trade of the country and affected her industries Tins con- 
tinued until 1893 The currency troubles afitcted joint 
stock banking doubly Firstly, attention was diverted 
during this period towards the stabilisation of the monetary 
unit to the exclusion of the development of banking and 
secondly, the uncertainties of trade created such conditions 
and atmosphere in th© country s money market as were 
unfavourable to the promotion of now banking ventures 

Then, came the wave of the Swadeshi movoment of 
1906 — H which was responsible for the floatation of 98 
banks during the period A numhor of them wore small 
and fell in the period beginning after the year liliand 
lasting upto 1919 But most of the existing important 
joint stock banks were also established during this period. 
Of the present day big 6ve, it has already been pointed 
out that two had been established dunng the previous 
period The remainine three were established during this 
period. The Bank of India wa« registered in 1906 the 
Bank of Baroda in 1909, and the Central Bank of inciia m 
1911 Amongst the other banks established during this 
period and surviving to the present day may be raentiono^I 

the Indian Bank (1907), the Punjab and Sind Bank (1908), 
and the Bank of Mysore (1913) All the«o are scheduled 
hanks 

War and post-War boom gave another imputu to 
joint stock banking The Tata Industrial Bank was foun- 
ded in 1918 It showed signs of a very promisiriK career 
But due to the mistake of combining long term business 
with orfmary banking transactions and also on account 
of the inexperience of the majority of European em- 
ployees who controlled its affairs and the apathy ol the 
general public and Indian staff consequent thoreu|iun, it 
failed and was merged with the Central Bank of India in 
1923 The Industrial Bank of Western India, the Kaiiam 
Industrial Bank, the Union Bank of India and several 
others which survive to this day and are scheduled 
banks were also found during this penod But there were 
many more which were established only to increase the 
number of failures No doubt the «eTcritj of tht tri'^is 
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of 1913 — 19 had subsided, but the toll of bank failures con- 
tinued even during the pened of 1919 — 25 In all 84 banks 
with a total of Rs 51 crores of capital were involved in it, 
and a^ has already been pointed out such distingnished 
banks as the A.lhance and the Tata w ere affected 

Dunng the penod that followed and extends to this 
many big and small banks have been established The 
grontU has been, very temark^ie ‘specially since 1940 
The main factors responsible for this are ‘ the general 
confidence engendered by the improvement in the war 
situation the increased tempo of war economic activity and 
the rapid increa'e in currency circulation due mainly to the 
enormous purchases of materials by the Government of 
India on behalf of Allied Governments The number of 
)oint stock banks with a capital and reserve of over R*- 5 
lakhs rose from 28 m 1926 to 58 to 1940 and that of tho^e 
with a capital and reserve of over Ks 1 lakb but under 
R« 5 lakhs from 47 m 1926 to 120 in 1940 Besides, there 
were in the later year^ 121 joint stock banks with a capital 
and reserve of over Rs 50,000 and under Rs 1 lakh end 
about 400 with a capital and reserve of less than Rs 50,000 
At the end of 1943 the number of scheduled banks above 
(onlv joint stock banksl was 59--figutes for others are not 
available Failures too till 1940 bad beeh many and in- 
cluded the Sivarama Ayyar Bank, Madras, the Bengal 
Rational Bank, the Travancore National and Quilon Bank, 
aifd the Benares Bank “The Sivarama Ayyar Bank 
Madras, had been set up as a jioor man's bank and true to 
its name, it accepted deposits of even a fraction of an anna 
Among its valued customers were reported many beggars ’ ® 
Bank failures ui India never had much sigaihcance 
Till the passing of the Indian Companies Amendment Act, 
1936. no effort had been made either to define the word 
‘bank’ or to ensure in any other manner that only respon- 
'=ible concerns used that de‘=cnption in their title The 
result was that anv and every concern could get itself 
tegi‘‘tev^ as a bank and when it failed, served lo swell the 
Their statistics relatiny to the year Wis are not 
s hluranjan 
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number of so-called bank failures Besides the mortality 
in a considerable number of ca*»es was confined onlv to the 
infants and the young Finally, nSost of the bank* that 
were affected were weak banks with a small capital But 
the failure of the Bank of Upper India, the Alliance Bank 
of Simla, the Peoples* Bank, the Tata Industrial Bank, the 
Travancore National and Quilon Bank, the Benaris Bank, 
and such others stand* on a different footing and i* to be 
regretted. 

Imperial Bank 

It has already been noticed that the absentie of co 
ordination between Presidency banka had been keenJi 
felt and the demand for one central banli for the whole 
of the country bad been continuously pressed from a« 
early as 18,j6 As a result of this an Act was passed in 
1930 bringing about their amalgamation into the Impenal 
Bank of India Under the t-cbeme the paid up capital 
of the new bank was fixed at Rs o63crores Its public 
character and responsibilities wire also secured Out of 
the 16 members of the Central Board, who were designated 
as Gorernors,^*’ 30 were to be appointed by the GoTernor 
General in Council, as will be clear from the following 
donstitution embodied in tbe Act — 

|1) Nominated by tbe Governor-General in Council 
la) Two Managing Governor*, of course after the 
consideration of the recommendation of tbe 
central board 

(6) Four Governors — non officials representing the 
interests of ibe Indian community in general 
(c) Three secretaries ot the three local Ix^srds of 
Bombay, Calcutta and Madras 

' yd) Tbe Controller of Currency 

(2) Elected by tnc shareholders The i)re«id« Ilt^ and 
the vice-presidents of the three local board* 

10 They are now detigiated at director* vult Imperial Bantc 
Amendment Ad, 1934 
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The Government could also issue instructions to the 
bank in any matter which m its opinion, vitally concerned 
its financial policy or the safety of its cash balances It 
could also call for any information from, the bank regarding 
ite affairs documents, and statements of it« assets and 
liabilities It could also appoint any auditors to examine 
and report on its accounts Finally, its previous sanction 
wa- necessarv for establishing more local offices and 
boards 

An agreement was entered into between the bank 
and the Secretary ol State for India, which provided that 
the former wolIiI conduct all general banking business of 
the Government and i.anage its public debt, and open 
uithm hve years of its commencefnent a hundred new 
branches, the location of twenty-five of which could be de- 
termined by the Government As against this, it was 
permitted to hold all the treasury balances, wherever it 
iiad a branch office and get its funds transferred through 
currency, free of charge Besides, the Government agreed 
not to issue auy ‘currency transfers’ or ‘supply bills' be 
tween any two places where a branch of the bank might he 
located The bank, m return, undertook to offer every 
facility to the public tor transfer of funds from one branch 
office to another at rates not higher than those approved 
by the controller of the currency 

The law also laid down the business that the bank 
could not undertake With a view to enable it to assist 
the money market m the busy season, the Paper 
Currency Department of the Government was authorised 
to .iranl loans to it opto a maximum of Rs crores 
at the bank rate subject to a minimum limit of 6% for 
the first Rs 4 otore® and 7 per cent for the remaining 
R« S crores, on the security of the inland bil[« or hundis 
nf an equal amount 

But the question of establishing a full fledged central 
bank for India was raised again and again, and finally the 
Hilton Young Commission recommended m clear term^ 
the establishment of such an institution over and above 
Chat of this bank The creation of the Reserve Bank of 
India in 1935 gave effect to this recommendation 
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Foreigo Banks 

In addition to the banks founded m this country, a 
number of foreign banks with head ofSces abroad have 
carried on business here through branches Until 1853, the 
East India Company supported by the agency houses 
succeeded in preventing the commencement of such banks 
with the only exception of the Oriental Banking Corpora- 
tion in 1842, as they were afraid that the banks would 
profit at their expense on the plea that Act 47 passed during 
the reign of George III had given to the Company the power 
to incorporate such banks and limited the royal prerogative 
to grant charters to them By 1853, however, it was deci 
ded that the Act under reference empowered it to incorpo 
rate banks merely for transacting general banking business 
within its temtones and did not limit the royal prerogative 
to grant charters to banks for carrying on the business 
in India Hence, in this year, the Chartered Bank of India 
Australia and China, and the Chartered Bank of Asia 
(afterwards the Mercantile Bank of India London and 
China) were brought, into existence by Royal Charter 
The Oriental Bank failed in 1884, the Mercantile Bank had, 
to abandon Its Charter in 189(andwas re-organised, leav 
ing only the Chartered Bank of India Australia and China 
of all the banks constituted under a Royal Charter, to con 
tinue doing business here In 1863 was formed the Cal- 
cutta Banking Corporation with its head office in Calcutta 
but next year It cbang^ its name to the National Bank of 
India and shifted its head office to London two yeirs 
later Of the other English and foreign banks which are 
doing business at present in India, the Comptoir National 
d Escompte de Pans was started in 1862, the Netherlands 
India Commercial Bank in 186J, the Hongkong and Shan 
ghai Banking Corporation m 1864, the Yokobacna Specie 
Bank in 1894, and the Eastern Bank in 1910 In all there 
were 12 such banks doing business here in 1913 Within 

1919 21 about six new banks were added At present there 

are 17 such banks, the Imperial Bank of Prussia having 
closed its branch at Bombay in 1934 
Co operative and Land Mortgage Baoks 

Besides the above banks which have formed the mam 
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components of the Indian banking system there have been 
established in the country Co operative and Land Mortgage 
Banks The co-operative movement dates from 1*^04 when 
the first Co-operative Act was passed In 1912 another Act 
to bring co-operative 'societies on better basis was passed 
They are started with the aim of facilitating credits for the 
Indian cultivators and receive deposit- and contract loans 
which they advance to their members, as and when neces- 
sary, in proportion to then worth and requirements The 
number of the principal co operative banks having paid up 
capital and reserve of Rs 5 lakhs or over was 8 in 1925 and 
42 in 1940, and that of those having paid-up capital and 
reserve over Rs 1 lakh but less than Rs 5 lakhs was 90 
and 274 respectively Be^^ides, there were m the later 
year small co operative institutions whose number extended 
to about 6 miUtons The number of the land mortgage 
banks and societies m this year was al«o more than 200 

Post Oltlce Savings Banks 

The present survey will not be complete without an 
account of the post office savings banks There are 
DO indepundent savings banks in India like those of 
other countries The Imperial Bank of India and most 
of the other banks have, however, opened savings bank 
departments In the beginning, the Government started 
savings banks in the Presidency towns, and later on 
district savings banks were also opened But m 1682 the 
Post Office Savings Banks were established, and these 
gradually absorbed the business of the former types of 
savings bank** Post offices provide, in fact, facilities for 
saving and investment in four ways, tir , (i) by receiving de- 
posits in their savings banks, {*0 by issuing postal cash 
certificates, fiii) by. purchase and sale of Government 
securities for the public free of charge, and (lu) by offering 
life pohcioB to Government servants and employees of the 
universities As a war measure, 10 year Defence Savings 
Certificates and Post Office Defence Savings Bank accounts 
have al'o been introduced At the end of the year 1940-41 
the total amounts outstanding in connection with the P. O. 
Cash Certificate®, and P O Savings Bank accounts for the 
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whole of India amounted to Bs 46 98 crores and E« S'* 57 
crores respectively. 

Load Offices Nidbis attd Cbit Fuads 

The above are the agencies spread all over India 
But there are certain other agencies also which are found 
onjv m certain provinces, e </, loan otHces of Bengal and 
Nidliis and Chit Funds of, Madras Jhe loan offices of 
Bengal were first started there on the iiiiea of land mortgage 
banks They receive deposits Their mam function i« to 
lend money to landlords and actual cultivators against the 
security of land or any other valuables Personal security 
IB also popular with them A few finance trade and mdus- 
try ispecially tea gardening) They combine money-lending 
with trade as well m certain cases The * Nidhis * were 
started in Madras first of all as mutual loan societies They 
have, however developed some of the modern banking 
functions as well, and receive deposits and make loans to 
non members also The 'Obit fund* is a looxe , organisation 
of some people and serves as a very useful mechanism for 
promotins thrift and investment habit" The member" 
agree to make periodical payments to one of themselves 
who is the promoter of the ‘Chit’ and keeps the first collee 
tiop himself by way of remuneration Each successive 
collection is then given to one oHhe members usuallv m 
rotation, the order being decided by lot" 

TEST QUESTIONS 

1 Give in briel the cvolstion of (he banking s^'stem in this 
country and show its Importance In the medieval period '1^'hat were 
the causes of its decline atCerwardsT 

3 V^rife a short rrote on (he atodtra types of bank^ ffm estab- 
lished in this country What was the cause of their failure ? 

3 Give a brief historical survey ot the Presidency banks What 
business were prohibited to them? Discuss the shortcomings with which 
they suffered 

4 Discuss in brief the establishment and (ailure of modern banks 
since 1833 bringing about the salient features of each period What do 
you think was the cause O* the quiescence in the period 1865- 1905 ? 

5 Write a short note on the establishment and working of the 
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Imperial Bank ot India upto the year 193$ wi(h speaal refererce to its 
obligations and privileges 

6 Give a brief Vistoncal rev ewr ot the estabi shment an-^ pro 
gre«s ot the foreign banks In India 

7 Vnte a short note on each of the following —Calcutta a^eno 
houses co-operative and land mortgage banks post oltice savings bank< 
loan offices of Bengal and ridhis ai^ chit funds of Madras 


CHAPTER OH 

INDIGENOUS SYSTLM OF BANKING 

Having di«cus«ed jn Uriel a historical review of bank 
mg 10 India we shall now make a critical study of its com 
ponente First of all there i« a heterogeneous cla«s com 
pn'ing ol the rvital and urban money Tender* of vaiiou* 
type®, and people dealing in mone> and credit m different 
wav® Thev are known by difierentname®. e v . the Bania. 
the Mahajan the Sahukar the Sarraf or Sbrofl and the 
Kothiwal, and are spread ell over the country There is 
no reliable statntictl data regarding them but it is estimated 
that their number must be socnewhere between d and 4 
lakhs Thev belong to all caste® but are principally Agar 
w als, Jam®, Marwari'-, Chettis, Khatns Aroras Multam® 
and Bohra® Among«t Mobammedan® are the Kabuli® and 
the Pathan® 

OF THE TERM ‘iNDlGENOUb lANKlNt. 

OR ‘lND10Ea«0US BANKERS 

The word ‘indigenou iiieaniug native born or pro- 
duced naturallv in a country' the term 'indigenous bank 
mg niav be applied to a vy^tem of dealing in money 
evolved in thi® very coontrv and ‘indigenous hanker®' to 
people doing thi® busine®s Thi® may be taken fo mean 
the system of banking and banker® in contra®t to alien or 
foreign which compn«e® of modern banking anJ bankers 
From tbi®, it follow® that the people doing business on the 
lines of English sy«tem of banking though belonging to 
till® country cannot be called indigenou® binker® The 
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tenn can be applied only to such as have been doing busi- 
ness on purely Indian system and this we must remember 
does not make any distinction between money lending and 
banking But efforts have been made by modern Indian 
writers to distinguish one from the other, in spite of the 
fact that most of the Provincial Banking Enquiry Com- 
mittees to whom this task had been entrusted ‘frankly 
admitted their inabihty to do so and could not very well 
separate indigenous bankers from money-lenders or could 
draw no definite line of demarcation between them ' The 
result has been a complete failure They have, m fact 
succeeded in creating more of confusion For instanct, 
they say, “There is a great difference between a money- 
lender and an indigenous banker A money lender lendi 
his own money, does not receive deposits, advances money 
eitLer for productive or unproductive purposes 
He usually cbmbines agnouUtire, freight and other occu 
pations with money-lending The most fundamental differ- 
ence, however, is that a money lender finances consump 
tion rather than production whereas an indigenous banker 
finances production rather than consumption The indi 
genous banker deals with* bi$ own and borrowed money, 
receives deposits finances trade and industry, confine<> 
only to banking business and deals in hundis’ Nevt 
pointing out the difference between an indigenous banker 
and a modern joint stock bank, tbev say, “All indigenous 
bankers do not receivp deposits the modern 

banks raise funds mainly by deposits Unlike the 
modern banks, the indigenous bankers do not confine 
themselves to banking alone but usually combine other 
oecupations with it Again, unlike the modern banks, 
they do not confine mainly to advances for production 
purposes ' How contradictory they are ' At one place 
they seem to suggest that the indigenous bankers 
receive deposits, finance mostly productive needs and 
generally confine their business to banking only but 
at other place they seem to suggest that the indigenous 
bankers do not receive deposits or finance mostly pro- 
ductive needs or generally confine their business to bank- 
ing only It may be asked from them a« to where 
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are the differences they point between a money lender 
and an indigenous banker The Central Banking Enquiry 
Committee has Temarked in the course of its report “wd 
are aware that while there are money lenders who receive 
deposits there are certain classes of banking communities 
who, though they do not, as a class receive deposits, have 
been regarded by the public for all practical purposes as 
banker® ’ In fact, “for the public there is no difference 
between a banker and a money lender * If we say 
like the Punjab Banking Enquiry Committee that the 
difference IS that of degree, « e, while the indigenous ban 
Ler may also combine banking and business, m bis case 
banking is primary or while he may make advances both 
for productive and unproductive purposes, in his case the 
former form a higher percentage than tha latter it is 
‘purely fictitious and imaenuary This may be said of the 
other observations as well made by the Committee referred 
to just above, vis , that U) the moneylender advances 
mostly without security while the indigenous banker mostly, 
with security, or that (it) the money lender s clients are'^ 
less punctual than those of the indigenous banker or that 
(itO the money lender charges a higher rate of interest I 
than tbo indigenous banker, etc. etc Illustrations have I 
been given of the working of firifis by various persons* 1 
which go to prove this If however we insist uponj 
differentiating ^tween the two, we may say as Dr Jam/ 
has said that ^n common usage in India the disTinctioiV 
between them i^ generally based on the working capital ^ ^ 

Before passing over the subject we must also examine 
the definitions of the term * indigenous bankers * as laid 
down in other text books On© of them is that given by 
the Central Banking Enquiry Committee, viz 'By indige- 
nous bankers is meant all bankers other than the Imperial 
Bank of India, the exchange banks, the joint stock banks 
and CO operative societies, and the expression include® 
any individual or private firm receiving deposits and deal- 

I Some of the Instances can be tound in Indi^tnom Banting 
end its Prchltm by A I QureiFii 
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ing in hundis or lending money’ This-* obviously includes 
money-lenders in its fold A.iiothet is that given by Dr 
Jam viz , “ The term indigenous banker means any 
individual or private firm which m addition to making 
loans either receives deposits or deals m hundis or 
both* This lays down importance on the performance 
of at least two funtlions out of which one. namely, 
that of money lending is compulsory, and the other 
may be any from fi) the receiving of deposits and f«) the 
dealing m hundis The question is whj should the 
importance be laid on the performance of at least two 
function* and if this is to be done why should only the 
function of money-lending be compulsory and not that of 
the receiving of deposits when receiving of deposits and 
lending of money both taken together go to make up bank- 
ing business according to the modern conception of tbt 
term 

It may. then, be said in conclusion that indigonous 
bankers according to the evolution of the indigenous system 
of banking may be defined as all individual or private 
Jirms deuhnv in money tn whatever /orm, and according to 
the modern conception of the term as only those individuals 
or private firms who t>esides lending money also receive 
deposits and more trul5> deposits with trawable by cheques 
It we accept only the latter idea, it may be said that the 
number of indigenous bankers in this country is very small 
We shall use the term m this book for those person* and 
firms who possess a considerable working capital and 
deal m money in more than one ways 

MONEY LENDERS AND INDIOENOOb BANKERS 

These are rural and urban “The rural-money lender 

2 In fact the second -clause •» this sentence his a double 
meaning > « • (0 expression includes any individual or private lltm 
receiving deposits and dealin^Sn hundis or only lending money (ii) the 
expression includes any individaal or pnvate firm receiving deposits and 
either dealms m hundis or Icitding money The author holds that the 
first meaning is corr ct and proccras on this assumption II however 
the second meaning i« regarded to be correct It is contrary to the 
practice as It IS no possible to And any individual or private firm receiving 
deposits and dealing in hundis but not lending money 



INDIGENOUS SYSfbM Oi' BANKING 189 

or bama a*' he ls most commonly termed has existed m 
India from times immemonal Traditionally money lending 
IS an occupation appertaining to the \ aishyas the trading* 
commercial and industrial class of ancient India but from 
an early date this Vaisbya preserve was invaded by mem 
bers of higher groups, who preferred wealth to social 
position At the present day the money lender may belong 
to any caste Brahmans Rajputs, K-hattris Teli^, Hahvais 
Kalwars are onlj «om6 of tho^e mentioned in our report® 
with V aishyas of diverse groups and diverge standing from 
the proud Agarwal to the humble Eandu For many cen- 
tiirie® the bania tnbe has borne a bad name tor rapacity and 
meanne®® Bania mare jan tbag mare aiijan The robber 
slay® 'tranger® the bania hi® friend- •*‘Na bania rait, na 
beswa -ati \ friendly bania i® as couiuon as a chaste 
courtesan A bania goe® in like a needlt aud come out 
like a sword f But he i® not «o bad as he i® painted The 
village money lender is an indispensable element in rural 
life— an element that is often expensive and sometimes 
dangerous but always necessary Should be withhold 
credit) a® under the stress of circumstance® be ®ometimes 
doaS) then widespread distress quickly follows ’ 

Though in the above description the word bania ha- 
been used as a ®yoonym to money lender, commonly it ]•> 
one of the classes of money lenders dealing in grain or pro 
visions or keeping small general shops They sell good:» on 
credit and also lend money in small sums They are Ion 
class Vaishyas Their capital is small and position almo®t 
equal to the people with whom they deal 

Another cla®s of money-lenders is know ii as mabajan 
In contrast to the bania, a mafaajan’s capital is huge and 
business on a very large scale Like the bama, he mat 
al«o be of any caste, but more often a. money-lender 
belonging to one of the higher castes is called only a 
mahajan and not bania A mabajan s position is much 
higher than that of the people with whom he deals, and 
generallv he i® held in high esteem bv them He is either 


,3 UP Banking Enquiry Cooifflittee Report 
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a zamindar or does a better business than that of a 
bania 

On the urban side, the money lenders beside taking 
the above mentioned designations also take those of the 
sahukars, shroffs or sarrafs, and kotbiwals 

A sahukar is m all characteristics equivalent to a 
mahajan, though as compared with him he is usually a 
fi nan ciaL-magnate A sahukar carries on rural transac- 
tions as well, and these may take generally one of the two 
forms Firstly, he may advance money to landlords on the 
security of a mortgage of their landed property And 
secondly, he may finance the village mahajan when be 
requires accommodation 

The shrofi" or sarraf is primarily a bullion dealer 
Besides lending money, he also deals in hundis and some- 
times receives small deposits too All these functions may 
also be performed by wholesale grain, ghee, sugar, cloth 
and other dealers 

The kothiwal is usually a zamindar or business and 
industnal-magnate performing the more important of 
linking functions. Sometimes be also lends to landlords 
—both small and big 

In addition to the above fixed or stationary money- 
lenders, there are also what may he known as itinerant 
peripatetic money-lenders Their activities are mostly 
confined to vil'ages though some of them may also be some- 
times found in towns 

The most important of these is qistwala or qistia 
In the western districts of XJ P he is known as rahtiwala, 
in Oudh, ugahiwala, and in tG'e eastern districts" of ~U 'P 
as hundiwala or tharakkar He lends on a system usu- 
ally known as qist or ugahi meaning ‘instalment A loan 
of Rs 10 is generally realised in this csxein 12 monthly 
instalments of Re 1 each, Arrangements for making 
such advances may be made by persons residing m import- 
ant towns through their representatives or by those 
wandering themselves An illustration of the former is 
provided by the sahus of Moradabad of U P and of the 
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latter by the Kabuh®, the Harhias the Beoparii, etc The 
Kabulis are the Pathans belongmp: to Afghanistan. They 
deal primarily in cloth and wander from one place to 
another selling the same on credit and realising the prices 
in instalments Sometimes they also advance money. 
Harhias are the usurers from Bihar They deal in cattle 
aho In all other characteristics they are equivalent to 
Kabulis The Beopans are also like the Harhias but be- 
longing to U P mostly 

Then, there are a host of others The Banjaras are 
the grain-dealers and carriers Theirmoney lending actm- 
ties are conflned mostly to the submontane tracts The 
Behwans are the butcher money-lenders The Phenwala 
Is the name given to all pedlars who generally prefer to 
sell on credit pnncipally to enable them to charge higher 
prices The khan<l'=ah is a dea'et m sugar who makes 
advances on condition of receiving canes or gur at a fixed 
forward price 

This Is mostly about V P and Northern India In 
other part^ of the country there are similar money lenders 
though called by dilTereot names In Southern India and 
also Burma, there are Chettis Among them the Punathu- 
kudi Chettis are small traders ’They travel about the coun> 
try with small bags on their shoulders and may be likened 
to gipsies*' Then, there at© Nattukotai Chettis who ate 
well known for their riches Their methods resemble those 
of the kothiwals. In Sind are the Shikatpun MuUanis and 
in Gujrat the Bohras, etc , etc 

Over and above the professional money-lenders' men- 
tioned so far, there are also amateur money-lenders They 
belong to all clashes, eg, pensioners, both cml and military ; 
temple pnests , village officials > patwans and school- 
masters ; nai , cbamar , faqirs. etc. Some of the mdows 
aKo carry on this business Then, there are the agncul- 
tunst money-lenders, the zamindar money-lenders and 
tenant money-lenders. The difference between these 
money-lenders and professional money-lenders is that 
while the former do not profess money-lending as their 
bii'ine*-' the latter do co The profit of the amateur 
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money lenders out ot money lending business verv 
insignificant They depend for their livelihood on *-0111? 
other profession 

It has already been said that some, out of the 
above classes of moneylenders and specially the'hrotfs 
or sarrafs, the kothivvals and the nuttufcotai chettis and 
other® who resemble the kothiwals do perform aI«o the 
other kinds of banking functions Mo^t of them io not 
of course, encourage deposits from the public Their 
hundi business is also not very important, as this document 
in India has always been us^ for remittance purposes and 
this business as we shall see later on has now been usurped 
by the modern banks and postal department of the Govern- 
ment But notwithstanding all this there are isolated 
individuals or firms in various parts of the country which 
receive deposits and allow their customers to draw cheques 
on them Thev have adopted the in« thods of the modern 
banks, so to say, 

Methods of tbelr Hasiaess 

The methods of tbeir business are very cheap and 
simple The establishment IS neither costly nor imposing 
There la no doubt, a regular office, but maintained in the 
most ordinary style I he methods of accounts too are 
very simple though at tbe same time accurate and efficient 
In tbe case of those who perform only money lending busi- 
ness and that too on a very small scale, there may not 
by any office Some of them may not maintain accounts 
too There is no system of elaborate formalities to be 
gone through before an advance may be obtained and 
hence there IS no question of any delay These bankei® 
do not also believe in advertisement Bather, they mam 
tarn utmost secrecy with regard to their business What- 
ever training is required, it is available from the old mem- 
bers of the family The languages, scripts and numerals 
used by them vary from province to province, and some- 
times in the same province and town There are special 
•codes also In one of the Kathiawar codes as laid down 
by Dr ii C Jam in bis book Indiut'rwmg Bnnkinn m India, 
Kits = one Dhar = two, Udhan = three, Goth=four , Mm 
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s=fi76 A.gam, followmg special words for numerals are 
prevalent in our own proTincB — 

Sans“l . Swan=»2 , Efc^^al=3 Fonk*=4 Budh=o , 
Dhink“6 , Pank— T , Rakh=8 , Mmdhi=10 
VarioQS Systems ol Money.Iendmg 

Tiiere are various systems of money lending followed 
by the money lenders and indigenous bankers in this coun 
try Of the®e the foUovring, being the most common, may 
be mentioned ■* 

(1) Prnmt^i>>r>i Note When the amount of the loan 
and the rate of interest tube charged on it la settled be 
tween lha two parties the borrower writes out a promi - 
sory note promising to pay on demand the principal and the 
interest which is mentioned The money lenders also re 
quire sureties for huge sums called Zamms to attest the 
pro^note In case of the failure of the borrowers to do so, 
higher rate* of interest are charged 

f*) Jiasiil or Teep When pro notes are not used 
rasids or toeps acknowledging the loans are signed There 
IS also a rnention of the agreed rate of interest Jo. them 

(3) Dastnvez or Tamassuk This is written out on 
stamped Oovernenent papers It contains various details 
of the loans Usually there is a menttoo of a penal rate of 
interest in case of the non payment of the amount of tbe 
loan on tho due date 

U) Ticket Bahts These are stamped bahis on which 
the boiroweis’ signatures at© pledged forth© repayment of 
the loans taken by them It is not customary to mention 
therein the conditions or the rates of interest, etc Only 
verbal agreements are made with regard to these things. 

U) ^tst It is also known as bana], rehat and rehti, 
A mention of its characteristics has already been made 
Sometimes the first instalment is deducted at the time the 
loan IS contracted. In recent times, consequent upon the 
denial of the receiving of money by the ^rrowers, there 
has developed tho practice of obtaining a thumb impression 
L.CJa!n Jndl£tio-ia Baitkiitg 
13 
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or signature of the borrower on a separate account-l oo\ 
or a written contract 

(6) Jiujdhi It js another system of kist wherein a 
man borrowing Rs 30 get« Rs. 28 and pay« the whole «um 
5n one full month of 30 days paying Be 1 each dar 

(7) Hoiadhar or Doitgurda In this case, there is 
neither a written document nor a witne's to be produced 
as an evidence of the loan The credit is granted bv word 
of mouth onlv on both sides and sometimes on oath 

(8) Oirvin. This i> the Hindustani word for pledge 
orpawmng It means lending of money against the pledge 
of gold and silver ornaments, etc Usinlly a considerable 
margin is kept between the value of the property pledg^ 
and the amount of the Joan granted This system i« verv 
popular with Indian ladte*: and «pecially widow* 

(9) Re/ an This, i* a mortgage of landed property 
or houses Herein a mortgage deed called Feh<innimai^ 
duly registered with the registrar of the district in which 
property is located In this are mentioned the date* of 
payment of nstalments of the loan, etc etc Theie are 
different kinds of mortgage and each one of them ha* 
a distinguishing feature First of all there may be a 
simple mortgage In this case, the possession of the pro 
petty remains with the borrower Then, there may be an 
usufructuary mortgage, wherein the possession of the 
property is also made over to the creditor and he receive* 
the profits therefrom as interest so long as the principal 
is not repaid Often, the money lender allows the borrower 
to use the property in lieu of the payment of rent Some- 
times there is a provision fo the effect that the borrower 
shall not be able to redeem tlie mortgage if he fail* to repay 
the principal within a specified period Thirdly, there raaj 
be a Patta Patawan mortgage wherein the possession of th« 
property is given to the mortgagee for a fired period ai 
the end of which it revert* to the mortgagor free of al 
charge* 

The above are the «j sterna of cash loan-. There are 
also kind lohn* The following ate verv common — 
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(1) An Rdvance of gram for sowing or consumption 
purposes on condition of return of Sawaya (Ij times), or 
Dyodha (IJ times) or Doona twice) at harvest time 

(2) A zamindar cum money-lender often advances bi] 
(seed) and money for khaitai (consumption purposes)accord 
mg to some settlement and in return when the harvest is 
reaped after recovering the original advances, shares the 
produce with the cultivator half and half 

There is also a system of mixed loans wherein the 
borrower takes cash as well as commodities m which the 
money lender deals and his account is kept up to date by 
debiting it with the amounts of various tran«actions 
Settlement is made at the time of harvest when the produce 
1 *= sold 

Sometimes loans are granted on condition that the 
borrower sells the produce of the crops when ready to the 
lender at a stipulated price This is very common with 
the money lenders who also deal in the commodities which 
the borrower produces It has been generally observed 
that the price fixed under the circumstances is extraordi 
nanly low and as a result the borrower suffers considerably 

Interest and other Charges 

• Interest charges vary from place to place and time to 
tune Taking the kind loans first, the rate of interest i« 
often 25 per cent , or even lOU per cent depending upon 
whether the system followed is that of sawaya, dyodha or 
doona respectively These rates are, however, only for 
the period of the loan, which is approximately six month® 
or less , hence the rates pet annum are even higher than 
these 

For cash loans, they range from 8 to 12 per cent in 
case of good security and from 12 to STJ per cent without 
security Sometimes they are one anna pet rupee per 
month, which is 6j per cent per month and 75 per cent 
per annum 

The Sahufcars charge among t hemselve s 9 per cent 
per annum onlv This is called the Sahukari Bvaj 
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The interest charged is usually compound There 
are many cases where the debt amounts to three, four or 
five times the original loan because of the compound 
interest charges. 

Besides the simple and compound interest, money, 
lenders receive some extra payments according to the 
custom of the locality On the countrywide, it not 
unusual to find the borrower rendering services free of 
charge to the lender and specially during ceremonial 
occasions Theru is very often a dharamkhata (charity- 
account) to which something is required to be contrihuttd 
by the borrower at the time of the contraction of loan 
^mething is also deducted l>y way of likhai (writing 
charges) to be divided among the munim and the darv. »ns 
of the money lender From tmongst other charges heard 
of may he mentioned, nazrana, thaih ki munh khu!ai ind 
da'turi. These are, hwever, on the wahe 

But when recourse is made to a court of Jaw, though 
it 13 not very common, the above rates of interest and o,!ior 
charges are not allowed Nearly every province ha*« so 
amended the Usurious Loane Act <19181 as to make it m. 
cumbent upon it tp re.open the account of a creditor with 
his debtor and bnng down the rate of interest charge 1 to 
a level spucificd in the emending Acts But such a proceed* 
ing lay previously in the discretion of the court. It has, ’ 
ho vevLr, been made obligatory in recent years in must of 
the provinces. The change was intriduced m Bengal m 
193 , m Assam, Central Provinces, tbo Punjab and United 
Provinces m ISJt, m North West Frontier Province m 
l9Jo, in Madras in 1937, and in Bombay in I93t5 In Bihar 
nothing ha®, however, been done in this direction so far. 
The Money enders Act HI of iy38 of that province leaves 
actiou to the discretion of the court as before 

FUNCflOSS OF JIONBY'-LB'fDe.BS AND INDiaBDtOUS 
BAtlKEUS 

Taking only those first who only lend, it may he 
said that they provide funds both for prjductioQ and con- 
sumption purposes In ceriain cases they provide also 
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tliL corn, seeds and cattle, etc, to agncultunsts Thoy 
meet the need of all sorts of people — rich and poor, agri- 
onltnnsts and non-agriculturi&ts — whether they are able 
to offer any security or not The rich borrow from 
them to purchase luxuries the poor to purchase 
nece'-sities, the agriculturists to carry on agricultural 
operations and the non-agricultunst': to carry on 
trade, industry and commerce They are thus indispen- 
sable in the economic life of the people whom they serve, 
and the people know it Thoy shew a great regard for 
them It has often been observed that the borrowers prefer 
tbo methods of indigenous money lenders to those of the 
formpn bankers Thev do not keep them waiting for 
thejr money till the time for its profitable use has 
pa'-aed They do not pres« for repayment at due dates, 
if they know that such repayment is inconvenient They 
do not conduct embarrassing inquiries mto their clients* 
fin%noial condition, for they kooxv it An estimate of 
their importance 'maj bo made by looking into the total 
indebtednecs of the people to them in this country. Dr 
Jam, writing in l9,’^ said, «“It is very difficult to precise, 
but it may be hararded that the total indebtedness to 
inonev lenders in India amounts to between SOO and 900 
CTcires of rupee*. ' Since then, the condition has much 
deteriorated and we may safely sar that it cannot be 
!?'■'« than Rs 1,200 crore* at present ^ This sum is far in 
excess of what are the combined resource'- of all the 
nio lorn banks in this country 

Coming totho*owho, in addition to carrying on 
the operations of a money-lender on a larger scale, also 
receive deposits and/or deal in hundis, we may say that 
activities are diverse and of varied nature So far as the 
financing of agriculture, the primary industry of India, 
goe«, it i*- done by them indirectly They generally find 
it impracticable to establish direct relations with the 
pei^ant* because, a* we have already observed, they live 
ino'tly in urban area* Hence, what they do is that thoy 

5 A change has come due to the use iti prices of asncultuial 
sx-ds IB recenl years 
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catch hold of the village tnoney'lenders and traders These 
receive accommodation from them and bring the crop 
produce m it« stead As far as the disposing of the crop 
by the cultivators is roncerned, broadly speaking two 
methods are prevalent Firstly, there are the small and 
uneducated cultivators, who usually ‘sell their produce to 
the village trader who also happens to be a money lender, 
and to whom they are generally indebted for advance® 
made either at the time of sowing the crops or afterward' 
The village money-lender pays his customers for the 
produce in cash but deducts in part or in whole, the mono} 
lent to them He, then, sells some of the purchased pro 
duce in the village for local consumption and the surplus 
to town trader (again a monev lender or a banVer) 
and from whome ho usually obtains accommodation 
At this stage a considerable amount of general banking 
business, e g , buying and selling remittance, discoun 
ting hundi®, and giving loans against stock in trade also 
takes place 'Secondly there are nunihrous mandis or 
exchange marts— each patronised by a set of neighbour 
ing villages— to nhicb the more enlightened producers 
or those who are not bound to money-lenders, as well 
as some village money-lending traders who buy crops 
from their customers, bring their commodities for hale 
In these trading centres prices are determined by free 
interplay of the forces of demand and supply, which 
does not always happen in the villages To these marts 
come a variety of buyers, the town traders, the agents of 
indigenous banking bouses buying on their own account, 
or on behalf of customers and representatives of exporting 
firms Payments are usually lu'ide in cash, which necessi 
tates large sums of money being brought from one trading 
centre to another ' 

Then taking the financing of industry, it may be 
said that they do not take much interest in those 
carried on under the large scale system of production 
This IS perhaps due to their ignorance of the methods 
which are alien to the country But in recent years, 
they have been found taking interest in them Some 
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thi3 busmes They buy whaterer hundJs arise at a high 
rate of d«count for ready money and when they have 
not enough money to carry on this business they simply 
re-discount them with the modern banks The Imperial 
Bank considers this busmens safe as the shroff s endorse- 
ment makes them doubly strong and as they take good 
care as to their nature there is no danger , Finally , some 
of them have begun performing other functions on the 
lines of the modern bant^, but their number is verv small 

DEFECT IN THE OROANISATIOV OF UONE\ I t'lDERS 
AND INDIGENOUS BANKERS 

The organisation of money-lender'- and indigenous 
bankers suffers from very «erious defect® 

(1) The majority of them are conservative and con 
tinue antiquated methods of bu«iiie«s JIo doubt, there are 
some who have made improvements and receive deposits, 
issue cheques and render other service® to their client® 
just a® the modern bank® do, but their number is verj 
limited 

(^) They are jealous of each other and have no 
organisation of their own, worth the name No doubt, 
there are ®ome ancient and modern association®, but tho'-e 
do not have a considerable number of them as member®, 
and hence cannot bo claimed to ho repre'^entative® 
The sncieni associations such as mabaja&s and pun- 
chayat® etc have lost much of their force dm to the 
establishment of the law courts A great portion of 
their activities are concerned with religious and social 
matters affecting the member®, and not anything useful 
Of the modern association® those of Bombay . the 
Bombay Shroffs Association, the Marwaii Chamber of 
Commerce, the Cororai'sion Agents Association and the 
Multaui Bankers* Association may be mentioned There 
are some m other parts of the country aho Ther render 
a valuable service in bringing the members together and 
binding them m their common interest But the po'-ition 
1 ® not verv satisfactory The number of their member® 
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being small, their repre^-ent-xtive character mav be ques- 
tioned 

13) They hare not developed banVmg habit's of the 
people in the country Neither do th ei^_lELanutacture 
credit. They have done nothiog to encourage tFe use 
ot credit instruments like cheques and bills of exchange 
Hundis too which have been known to them for long play 
a '-mall part in their finance of trade the bulk of which 
1 -, financed by cash 

(4) riieir mam business' e.»z ju pnev len ding i" aNo 
altenfhnt with man5__evil<5. a distinction i« hanltyTiiadd 
between what are known a** produ-tive and unproductive 
use's The rates of interest charged are verv high, and 
the dealing's of « 0 £ne of them «pecially of the mone\- 
lenders are often dishone'^t In short it is open to 'venous 
objections 

()) Notwithstanding tlku |>ott\ money lender'' alone, 
iven the largest indigenous banker- combine trading. lutU 
ba nking There are some who speculate in liovernment 
THpeTs^rmg the oft «ea<son No doubt, lo several other 
countries also the privite bankers who do not subject 
themselves to any official regulations pursue an elementary 
form of banking business in addition to other and more 
lucrative forms *bf business But it mam defect is that 
their depositors stand to lose their money if thev suffer on 
account of such activities In India there i- no such 
feiT, a- thty do not u>aaMv have deposits But the 
Ileserve Bank of India as we -hall see later on would not 
agree to their direct linking with it sp long as thev do not 
giro up this part of their l)n«mes- 

16) Some of them and it is spociallv true of many 
iiiuney lenders, do not keen nroner books of a ccounts 
Audit IS almost unknown to them Under the circiims- 
staiice-, the central bank of the country cannot be expected 
to help them in anv waj 

(7) No statistical data is available regarding their 
business This is needed with a view to find out the direc- 
tion in which theA should be improved 
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(8) There is no tegular conta ct betw een_thpni and 
modero banking in J he-country so that two money marl-els 
exist side by^rdewifh different tendencies It has often 
been observed that while there is a shortage of the loan 
able funds with the money lenders and indigenous bankers 
and they charge very ^ig h ra tes of interest there is an 
abundance of them withlhT'mddcrn- binks-and they dis 
courage investment habits and dry up the channels through 
which credit flows to them 

SUGGESTIONS FOR REPORMIKO MONE\ IFNDER9 AND 
INDIGENOUS DANKTRS 

Vanous suggestions have been given from time to 
time for reforming money lenders and indigei ous bankers. 
Most of the Provincial Banking Enquiry Committees were 
in fivour of the licensing of money lending business 
There was however a difference of opinion on the que* 
tion whether it should bo voluntary or compulsory Those 
in favour of only voluntary licensing pointed out that 

(i) many of the money lenders and indigenous bankers will 
strongly object to any restrictions on tbeir business 

(ii) owing to their strong position they will be able to evade 
lestr ctions and (ta) it will be difficult to provide for the 
compulsory licensing of non professional money lende** 

The advocates ot compulsory licensing on the oth r 
hand said that (e) without a compulsory licensing sy^ten 
the oVjeotionablo practices o! dishonest n oney lender' 
could not be eliminate 1 for the benefit of the masse and 
ffi) such compulsory licensing had worked ’.ell in the case 
of legal and medical professions and halnot led to anv 
legitimate complaints 

The terms suggested for the license wore (i) the 
limitation of interest (ij) the keeping of accounts m a 
prescribed form and making audit compulsory Imi the 
submission of his pinodtcsl accounts to each borrower 
(iw) the giving of receipts to all borrowers for repayment 
and keeping the counterfoils with the money lenders and 
(t») bxing the period of rests to not less than a rear for 
charging compound interest 
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In return tor the above restnotions the moneylender 
was to be given certain privileges The most important 
of the«e were to be («' the recovery of loans given by him 
again«t agricultural hundis or warehouse receipts by the 
procedure that is applied to the recovery of public demand 
(jt) the tacihty of receiving advances of money from the 
banks on the security of agricultural papers, of ^ending 
remittances through Imperial B ink and po«t offices on the 
terms granted by them to joint stocks banks and co opera- 
tive «ocieties respectively, and of opening current account® 
with the post offices withdrawable b> cheques. 

But there were committee® including the Central, 
which IV ere in favour of neither a compulsory nor volun- 
tary licensing Licensing was suggested tor two purposes, 
ttr, t) that for lowering the rate® of interest charged by 
the money lenders and (u) that tor checking the objection 
able practices of some of them These committees argued 
that the first object could be secured by the progres* of 
ma«« education, the development of habits of thrift and 
saving among the people and breaking up of the monopoly 
of the money lenders And as far as the security of the 
second object was concerned, they said that it required 
further legislation prohibiting money lenders from resort- 
ing to objectionable practice® under the threat of heavier 
penalties 

Since then a good deal has been done “ The money- 
lender as the source of credit has been required to register 
himself and obtain a license m Bihar (1938). the Central 
Provinces (1916) and the Punjab (1938) The Bombay 
Moneylenders’ Bill (1938). the Bengal Moneylenders* Bill 
(1938), and the U P Moneydenders' Bill (1939) al«o provide 
for registration The suit of an unlicensed money-lender 
IS required to be dismissed in Punjab, Bihar, Bengal and 
U P , time for making good the defect is allowed m 
Bombay The C P Act imposes a fine, which penalty is 
also to be imposed over and above non suiting in Bengal 
and U Ip Further, m XT P there is aUo a provision for 

6. Vide ‘Provtnsial D*bt Ltgutaltou Abhyankar aoAThe RtUgf of 
AgneiiUural D*il Stockland 
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boiTOtt at tbis rate except from co operative societie" or 
from the treasury ; the law, therefore, allows the Govern- 
ment to notify a higher rate The mode of imposing the 
interest limit is to declare that the maxima, laid down 
in the law s shall ho presumed by a court to be usuri 
ous In the North-West Frontier Province and the 
United Provinces, it is added that certain other rates 
115 per cent, on unsecured loans m the North-West 
FroLtitr Province) shall not be deemed usurious Such 
a provision is not easy to justifj The old Hindu rule 
of dairdupat has also been embodied in debt legisla 
tion bj A*sam, Bengal, bentral Proimces, Madras, the 
Punjab and United Provinces The central idea is that 
the mtere-'t on a loan shall no exceed the principal 
and this is good in so far as it leads creditors to sue 
within a reasonable term of year* instead of piling up thu 
total at compound interest The interpretation of the niL 
IS, however, not easy, especialK on a running account of 
many items extending over a long period, and the laws 
vary in their phraseology in consequence Thus whereas 
Madras tlV of 19381 lay* down that a debt is discharged 
when twice the principal loan has been repaid, Assam 
(IV of 1914) says that the interest decreed by a court is not 
to exceed the principal a very diiTerent provision, and 
more liberal to the creditor who is suing on a recent balance 
of account The Madras form is perhaps the most effective, 
but it involves the court m long researches into old accounts 
for which judicial ofBcfts may not always have time Bihar 
(III of 19 b) does not rely on damdupat. but forbids a court 
to grant more than three years interest 

Several provinces aUo protect the property of the 
borrower Bengal and Bibar exempt one acre of land and 
BengaliVII of 1936) the dwelling house , the United Pro- 
vinces IXXVI of 7934) has a similar but less explicit prori- 
*ion The Bombay Temporary Relief Act mentioned under 
A (i), exempts land, house, crop and cattle Bengal IVII of 
1936) directs a. Conciliation Board to reduce a debtor's 
liabilities to a total which he can pay off in twenty years 
The United Provinces Act (XXVIl of 1934) orders that 
instalments be granted for payment m fifteen years or less , 
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and if a mortgage with poe'-is^ion is allowed to creditors, 
their debt is to be extinguished in twenty vears when the 
Gourt shall eject the mortgagee and restore the land to the 
cultivator The Punjab had long restricted the alienation 
of land by agriculturi‘its to non agnculturi'^f! under the 
Alienation, of Land Act vXIIIof laOoj, but has now amended 
the law (Alienation of Land Further Amendment Act. 
1938) to prevent alienation to agriculturist money-lenders 
The amendmont" may not succeed fully m iheir purpose, 
but will certainly protect the indebted peasant to some 
extent A still more unusual Punjab law is the’ Restitution 
of Mortgaged Lands Act, I9J8, which empowers a Collector 
to eject a mortgagee, who hold- possession under a niort- 
gage made prior to Act Xlll of 1900, and rpstore the 
peasant to his land, on a moderate payment if necessary 
By Punjab Act II of 19J6 a Diftrict Officer is further 
bound to limit to twenty years a mortgage of agricultural 
land, given in executionn by order of a court 

These are onlv some of the \.ct< passed there are 
still many whose mention has not been made her© In 
cases molestation and intimidation of debtors has al*o 
been forbidden and this ha« really gone a good deal to 
check the activities of the Kabulis and others again'^t whom 
repeated complaints bad been made for the use of violence 
It cannot, however, be claimed that there is nothing left 
now to be done Some of these Acts suffer from senous 
defects and tbev shall have to be removed in duo course of 
time But this can be done only atter full experience In 
England and other Western countries where such laws had 
been framed long before, ©ven now broad loop boles are 
brought to light The law has little force as against 
the dishonest It merely enables an honest money-lender 
to offer prtma facte evidence of the fact that he is honest 
Tho-e of the indigenous bankers who perform other 
functions of banking than that of money lending alone 
can also be made to become more useful members of 
the financial orginisation of the <»untry by taking cer- 
tain important steps There is a need of their continuance. 
Tho joint stock bank*", the Imperial Bank, and the co. 
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operative institution- cannot be expected to suppiv the 
banking facilitie® to all parts of India and replace them 
There is an important activity awaiting development tiz 
bill broking and accepting and this can be ‘•ucce-sfully 
undertaken by them We know that thev have been deal 
ing in hundis from times immemorial and their experience 
regarding them will prove very useful in the development 
of the bill market whose necessity to the Indian banking 
system ha® been so keenly felt for long 

The Central Banking Enquiry Committee in this coy 
nection showed the necessity of Unking them with the 
Re®erve Bank of India and for thi® purpose it laid down 
certain conditions which must be fulfilled bv them before 
being eligible for it The Reserve Bank of India has 
been e-tablisbed but nothing has been done so tar to 
link them to it The sectnn of the Reserve Bank 

of India prescribed that the Bank shall at the earliest 
practicable date and m any case within three years from 
the date on w hioh thi® chapter comes into force i on or 
before the 3lst December 1937) make to the Governor 
General in Council a report with pioposals if it thinks fit 
on the following matters, namely — 

(a) the extension of^be provisions of this Act relating 
to scheduled banks to persons and films, not being sebedul 
ed bank® engaged in British India in the hu®me®® of bank- 
ing, and 

(b) the improvement of the maobinery for dealing 
with agricultural finance and method® for effecting a closer 
connection between agricultural enterpise and the opera 
tion® of the bank * 

Part (o) refers to indigenous banker® but to the i xtent 
they finance the movement of crops and also provide credit 
directlv or indirectly to agnculturist®, they are an agency 
for supplying agricultural finance, and thus the question 
of their improvement and the co ordination of their aoti 
vities with the Reserve Bank is also partly included in part 
(b) of the term® and hence the two term® were inter con 
nected 
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The bank in fulfilment of the above requirement r<“- 
leased what are known as a Prelimmarry Report and a 
Statutory Report in December, 1936 and 1937 respective 
ly. The two reports may be regarded as complementary 
and covered much ground As a step toward controlling 
the rates of interest and the money-lenders’ methods of bu- 
siness, they suggested legislation for the regulation of the 
business of money lending and some of the Acts whose 
provisions we have already discussed were based on the 
suggestions contained therein Concrete proposals^ were 
also made to the representatives of indigenous bankirs 
and others with a view to link them to the Reserve 
Bank of India They were not new and were based on 
the lecommendations of the Central Banking Enquirs, 
Committee Very briefly, (hey suggested that if th« 
indigenous bankers were to come into practical ri-I-i 
tionship with it, they will have to formalise thiir 
methods of business on lines approximating to joint stock 
banks, and in particular, develop the deposit side of 
banking activities From the repj^ies received thereto, 
It may ba concluded that (bey all disagreed with the sug 
gestions regarding the taking of deposits and giving clue 
publicity to accounts There was, no doubt, agreement on 
various other points, e g.tbe maintenance of accounts in 
approved form, and giving up of speculative businc''- 
They were also not prepared to confine themselves to 
banking business only 1 hey felt that in some cases tlio 
stoppage of a non-hanking ancestral business would involve 
not only the closing up of a lucrative source of income, but 
might be a blow to the prestige of the indigenous banfcer» 
concerned in their locality Ihis seems to be truly speak- 
ing a correct view. It may also be said that there seen 
to be no valid ground for the insistence of the Reserve 
Bank of India on. the indigenous bankers’ receiving deposit*- 
when they perform many of the other banking functions 
We do not understand why should so much stress be laid 
out only on this function on the lines of the English 
banking system Can In^a not follow the system it ha« 


7. PItase conniU Appendix B le the end 
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evolved after an experemce of centuries ? The indigenous 
bankers themselves are anxious to take a leading place as 
bankers in the life of the country as important as they 
had in the past The difliculty arises because of the 
different view taken by those who are the masters of the 
destiny of the country They being alien cannot be im 
pressed with what is indigenous, and must regard only 
tfaeir own methods and agencies useful The attitude of 
the bank must change with regard to this question It is, 
however, very necessary that the indigenous bankers too 
must change th^ir methods of business with a change in 
the tune, and attain a standard worthy of the membership 
of a central bank 

There is one more suggestion mentioned m the 
Statutory Report, and this as has also been the expectation 
of the bank may result in uUiroately bringing the indi- 
genous bankers in direct relationship with it ‘without 
compelling them even in the least to modify the essen 
tiai character of tbeir business or to submit to unduly rigid 
restrictions* iVo already know that they have been 
accustomed to the use of bundis for long In case they 
take the trouble of augmenting the same, a bill market 
can be developed in this country The bank has promised 
to extend its open market operations to bundis also in tbtt 
same way as it does to Government securities, and thi'- 
would surely bring at least the important ones m close 
touch with It So far, tho stamp duty on these instruments 
had been on a scale which made any augmentation in their 
u«o impossible but since 1940, it has been reduced and now 
at least one of tho impediments to it has been done away 
with Wo shall take up this topic in greater detail else 
where. 

ADIANTAGES 01 THE DIRECT RELATIONSHIP Of THE 
INDIGEVOUS BANKERS WlTa TflE RESERVE 
BANK OF INDIA 

The question is as to what are the advantages of tbtr 
direc* relationship of the indigenous bankers with the 
Reserve Bank of India At one stage, it was suggested 

14 
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that they should have an access to the premier bank of the 
country only through the joint stock banks and the Im 
penal Bank of India They maintain a list of the approved 
indigenous bankers whose hundis they are always prepared 
to discount to a limited extent and it was thought that 
this was enough and these hundis should be allowed to 
be re discounted with the bank if it was presented only 
through them But there was put up a great opposition to 
this suggestion and it has now been abandoned As was 
pointed out by C unilal B Mehta President Bombay 
Shroff Association Bombay in his letter dated 24tb Septem 
ber 1937 to Sir James Tayhr Kt C I E Oovcrnor, 
Reserve Bank of India Calcutta the commercial banks did 
not assist the indigenous bankers On the contrary they 
had competed with them and taken away their business 
and, hence, they could not be accepted to welcome the 
suggestion of having an access to the bank only through 
them The following are the advantages of such an 
access — 

» (1) The history of the world since the last War has 

made jt abundantly dtar that if a country is to be hnan 
daily sound and independent it must have a propurly co 
ordinated banking system which will embrace all the 
important banking activities of the country and co ordinate 
them in a well ordered whole under the general supervision 
and control of its central bank The indigenous bankers 
too perform very important banking activities and m the 
smaller country towns and in the villages they are the 
only agencies performing these activities the joint stock 
banks are either non existent or play a very minor role 
in companion with them Even in important towns and 
ports where a substantial business is in the hands of the 
modern banks they continue to carry on some valuable 
activities Under the circumstanoet, it is necessary that 
they must also be linked with the Reserve Bank in the 
same way as the modern banks have been This will 
result m the co-ordination of the acimties in the two 
markets which exist in the country mr , indigenous roorey- 
market and the modern money market It will also result 
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in the raising of the standard and improving of the activi* 
ties of the indigenous baokere 

(2) The indigenous bankers have in recent years 
lost whatever deposits they had in past years This has 
been due to many causes, the most important of them 
being, as pointed out by Chumlal B Mehta in his letter 
already referred to, the offer of high rates of interest by the 
]Oint stock banks and the Government. In old times, 
they received deposits even without any interest What- 
evei might have been the reasons in recent times for 
the weakening of the old system, the linking with the 
Keserve Bank is expected t> encourage more deposits 
being drawn towards them And hence, it is no v clear 
that the receiving of deposits should not be mede a con 
dition precedent to their linking with the Besoive Bank 
but may be expected to follow as a result 

(J1 It IS expected that as a result of the proposed 
establishment of their direct relationship with the bank, 
the banking business of the indigenous bankers will in- 
crease and then tlioy will be in a position to gradually 
shed down their non banking business Hence, it may 
be said that this should also not be made a condition pre- 
cedent to their linking but be expected to follow as a 
result. 

{4) Another advantage of the proposed linking will 
be that the indigenous bankers shall become eligible for 
obtaining loans and advances and discount facilities from 
the Reserve Bank It may be pointed out here that any 
restriction of it, c g , limitation to only emergency periods 
as proposed by the bank, will destroy the prime benefit of 
the direct relationship There cannot surely be any 
objection to the gradual stiffening of its attitude with the 
improvement of the position of the indigenous bankers 
which must follow a'' a result of the linking 

(5) Though the indigenous bankers have taken a 
'erious objection to the 'publicity of their accounts, they 
are willing to supply the particulars wanted by the Re- 
serve Bank of India These can be consolidated and pub- 
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Jished, thus gmng an jndpz of the countrr® fjnancial 
po ition from time to time 

(6) Their direct relationship with the bank wil! enable 
them to obtain better remittsnoa facilities At present 
also some of the indigenous bankers who have fulfilled 
certain prescribed conduions and are included m the approv 
ed list of the Reserve Bank are allowed the same remit 
tance facilities as the non scheduled banks fulfilling similar 
conditions and included in the similar li«t At present 
thiy are only three in number 

RELATIONSHIP OF THE INDIGEhOUh BANKERS WITH 
THE IMPERUL BANK AND OTHFR 
COMMCBCIAL BANKS 

The relationship of the indigenou*- banker^, with tlu 
Imperial Bank and other commercial banks is not alu ay« 
very cordial The latter inamtain an approved list of the 
former and confine their dcalmg>> with onfj such of 
fhem as are mentioned therein The Bengal Committei 
stated that some branches of the Imperial Bank showed a 
lack of consideration even to old reliable and substantial 
firms Complaints have so often been made of the un 
friendly treatment of the managers of the Imperial Bank 
and other commercial bank'< with the indigenous banker's 
This may be attributed to their being in many cases non 
Indians and often ignorant of the language '-poken bj the 
people Even Indian managers have not been ablo to take 
as much interest m them as they ought to ave done The 
cause of this also is not far to «eek They, being often 
moved from branch to branch cannot obtain that local 
knowledge and personal touch which are very noce sary 
tor an adequate understanding of the needs and financial 
ataodiQK of their customers liii** is really a very senous 
defect of Indian banking system and has resulted in the 
'•egregation of the two important credit agencies whose 
CO ordination would be of the utmo'-t benefit for trade and 
ndustry of the country 

Coming to those of the indigenous bankers whose 
names appear in their approved li't'= it may be said that 
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they obtain cash credits fron* them ou the basis of a pro 
mi«sory*nota which is usually a two named paper — in some 
oa®es one of the names being that of a merchant al'o 
They discount thoir hundis with them These are pur 
chased by the indigenous bankers from the merchants, 
for ready money But m the majority of the ca'ps, th® 
accommodation is sought occasionally and only during 
the busy season when there is a shortage of funds and 
inter borrowing cannot be resorted to It may be 
added that this can m no case exceed the limit prescribed 
against the name of the particular party in the approved 
list This IS determined as a result of inquiries into its 
financial position So from all this it is obnous that there 
IS no special advantage to the indigenous bankers from the 
fact of their being included in the list of the Imperial Bank 
and other commercial hanks. They are treated just like 
ordinary customers The cheques drawn on and crossed 
to them are not accepted by these banks * 

In conclusion it may bo said that the position is not 
at all saUs{-\ctosy and efforts must be made by all the pat 
ties concerned to improve It In this connection the feasi 
bility of their forming a partnership on the German 
* Kommandit system may also be given due consideration 
Under this system, a bank instead of opening a branch 
would arringt with a banker to supplj him with funds .0 
an agreed amount over and above bis resources and local 
depO'its, to divide profits m a pte arranged manner, but m 
case of loss to hold him liable for Iho wlfolo or a part of the 
lo s The lending bank while retaining the advantage of 
liniitid liability would enlist the support of the banker’s 
local knowledge and connection But tins and other thing 
can be made possible only by the improvement of the nu 
th id- of working of the indigenous bankers themselves and 
tlKir forming into strong mid vociferous organisation 
which may put forward their claims to occupy the place 
in the Indian banking system to which they arc entitled by 
thoir importance In this way alone, they will be able to 
driv the sympathies of the public, the state the Reserve 
Bank of India and the Imperial Bank and other commer- 
cial banks 
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TEST QUESTJONS 

1 'W'hat do you ti-identand by the terms Indiserrous Banltlng 
and tndiger>ous Bankers 7 Can you djfferentlate between a money lender 
and an tndigenous banker ? Give a suitable definition ol the term Indijen 
ous Banker' 

2 Give a short description of the various kinds of money lenders 
Aisually met with In rural and nrban areas Which of them do perform 
otner banking a nivitles than that ol lending money ? 

S Write a shore note or the tncthods systems and charges ol the 
money fenders and indigenous bankets explaining the vatious teems used In 
this connection 

4 Describe In brici thctunctions of money lenders and Indigenous 
bankers and show their importaitce to the people 

5 From what serious defects do money lenders and Indigenous 
bankers Sutter ? Eiplain them as clcatiy as you can 

6 What arguments were advanced by the various Banking Enoulry 
Committees with regard to the licensing of money lenders ? Point out 
different views as elearly as you can 

7 Give a short description ol (he Jaws passed in various piovmces 
with a viewto tegufate money Itstdcts and then businevs and bring about 
the terdcncles el the legislation In this conncvtlon 

8 Give your suggest ons lor Che imp ovement ol (he bus ncsi of the 
motcy lenders and tndigenoutbankers Xii hat advantages do you Ih nk will 
accrue by (heir being linked with the Reserve Bank ol India 7 

9 Comment on the line adopted by the Rtsesve Bank ©I India in 
eornection with the linking of the Indigenous bankers with It What should 
in your opinion be the attitude ot the bank? 

10 Write a short note on the relationship of the money lenders 
and indigenous bankers with the Imperial Bank of India a d other commer 
dal banks Give your suggestions tor its improvement 


GHAPfEU XIV 

ACrRICaLTUItAL FINANCE 

The probletn of agricultural finance deserves special 
consideration, not only because of the importance of 
the agricultural industry to thia country but also because 
of its Special difficulties There are certain important 
diS'erences ^tween agriculture and other productire 
in lustTies 'and these lie at the root of agnc-altutral finance 
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First of all, the unit of production in agriculture being 
one man's concern the credit available for it, is limited 
to the resources of the individual or hi« family The 
modern method of raising credit by subscription through 
the raechanisra of joint stock enterprise is not accessible to 
It The industrialist, truly speaking, capitalises the future 
or raises money on estimated earning power The agncul 
turi't, on the other hand cannot do it There is no com 
mercial measure of his expectations in the eyes of the ordi 
nary investor Under the circumstances the only alterna 
tive left to him is to raise money by credit Secondly the 
apparatus of commercial banking is not available to him 
His principal need is of fixed capital to finance the eipan 
Sion or improvement, of his farm and this involves long 
term credit as it cannot possibly be repaid from the pro 
ceeds of a single crop or even of several crops Land 
and other forms of real property being the securities which 
can bo oflfared for it commercial banks do not accept them 
Tbev have to preserve the liquidity of their asset* which is 
not possible under this form of investment And finally, 
agriculture can hardly be described here to be profitable 
In the words of the Royal Commission on Agriculture it i* 
more a mode of living than a profitable occupation This 
involves further complications and makes the repayment 
of debts absolutely impossible To quote tbs Royal Com 
mission again, ‘the agriculturists are born m debt, live in 
debt and die in debt passing on the burden to those who 
follow them* The total debt of the peasantry as has already 
been «aid, cannot be less than Rs 1,^0) crorcs in any case 
at present' and there is a question of its repayment also 
Broadly speaking, the credit need* of the agriculturists can 
be classified into (a) short-term, (bl intermediate, and 
(c) long term We shall now examine their problems and 
methods of solution 

(a) SnORT-TbRM CREDIT NEEDs 

Short term credit n© ds of the agriculturists in India 
include all that they require for incurring ojirent expenses 


1 It ts said that same of the debt has been pa d up In rteent years 
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( 6 ) Advances to provincial co-operative banks for 
ninety days against promissory notes of central co-opera 
tive banks and drawn for financing'seasonal agncuitural 
operations, or re-discount of such promissory notes matur- 
ing within nine months 

(c) Loans and advances not exceeding ninety dijs 
to provincial co operative banks against promi'-sory notes 
of approved co operative marketing or warehousing «ocie 
ties endorsed by provincial co operative banks and drawn 
for the raarketing’of crops or resliscount of such promis- 
'•ory notes maturing within nine months, or loans and 
advances on the promiS'-oty notes of provincial co-opera- 
tive banks supported by warehouse receipts or pledge of 
goods against which a cash credit or overdraft has been 
granted by the provincial co operative bank to marketing 
or warehousing «ocietie« 

Loan'' and advance^ required to be repaid within 
ninety days cannot help actual agricultural operations in 
any large measure. They may be used by the provincial 
CO operative banks or central land mortgage banks de- 
clared to be provincial co operative banks only for meet- 
ing temporarj "shortag© of their own funds provided 
thev are sure of being replenished within this period 
From this it is obvious that they cannot look to the 
Reserve Bank for the supply of normal agricultural credit 
On the contrary, they may expect help only in cases of 
emergency But there i« aKo a provision for the re dis- 
counting of the prorai-sory note'* of central co-operative 
banks and drawn for financing ®ea«onal agricultural opera- 
tion* or of the approved co-operative marketing or ware, 
housiing societie*, and m both cases maturing within nine 
months by the provincial co operative banks This i* no 
doubt a bit helpful, though as far as the promissory notes 
of the co-operative marketing or warehousing societies 
ate concerned they cannot arise 13 any large number 
because, as w e know, there are very few co operative 
marketing or warehousing societies in this country. From 
all this it is clear that the Reserve Bank recognises 
only provincial banks and not central banks for giving 
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accommodation We know that the agriculturists obtain 
credit from primary societies which look, to central banks 
As the Reserve Bank grants credit only to the pro 
vincial banks, the central banks, must obtain funds from, 
them This is really a very round about process and hence. 
It IS being suggested that the Reserve Bank should deal 
directly with such centra) banks as conform to a particular 
standard 

Imperial Bank o) India aad other Commercial Banks 

Then, there are the Imperial Bank of India and othai 
commercial banks The former provides the provincial 
banks and centra! banks with cash credits and overdrafts 
on the security of the promissory notes of the central 
banks in the former and primary societies in the latter 
case It has been reducing such advances in recent 
years, as the promissory notes being backed by land 
are not regarded to be a good form of security Again, 
It finances agriculture to some extent through the indigen 
ous bankers who sometime'' ducount their hundts with it 
or obtain advances on the pledge of the produce In the 
term other eonimercial banks ate tnc’uded the joint stock 
banks of the country They carry on almost the same 
businesses the Imperial Bank Some of them also make 
advances to land !ord> on the security of their landed pro 
perly 

Credit Co'OperatUe Societies 

This brings us to credit co operative societies They 
originated in their present form for the first time in Ger- 
many in 1849. Fredrick William Raiffeisen and Fritz 
Hermann Schulze Peilzsch were the founders of the two 
pystens of cooperative credit now in vogue They are 
known as Raiffeisen system and Schulze Delitzsch system 
respectively In the former case, a number of farmers 
residing in the same neighbourhood or locality combine 
together on a voluntary basis and form a society for the 
purposes of mutual help Liability of each member is limit- 
ed The society obtains funds from deposits, entrance fee* 
and sometimes contribution of capital from the members. 
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and borrowings and these are advanced to members ao 
cording to their means and requirement' Their manage 
raent is mostly honorary, except the c'encal staff 
which IS on paid salary By common consent the more 
intelligent from amongst the members are allowed to carry 
on the chief executive and superintending work In the 
ca'e of Schulze Delitz'ch societies a number of artisans 
residing in a town and working on tfjeir own account com 
hme together and from the society They raibe a capital 
of guarantee by obliging each member to take up one shaie 
and one only, which is of large value This sum js received 
in instalments spread over a convenient period, the object 
being to commit every member to a long course of saving 
It also raises money by deposits and borrowings, and 
the amount of these is usually large, as they get it on the 
basis of their actual capital, and unlimited liability of 
members— no doubt in some cases the liability i« limited 
also The funds of the societv are advanced as loan to 
members The management receive* remuneration and 
the profits are cither divided or accumulated as reserves 
In short, the characteristics of the two types of societies- 
ma' be given on comparative basis a* below — 


liatffei-^en Soatetii 

1 Limited area of opera, 
tion 

2 Lack of share capital 

In ca*e how ever. It IS de 

cided to have a share capital 
It i« verv small 

3 Unlimited habilitv 

4 Loans are not issued 
to tho'C who are not mom 
‘bet'* 

5. Loans are given 
niostlj for productive pur* 
po^e* 

(> Indivisibility of profits 

< Management bono 
rirv 


ScAufzc Diltt'seli 
J Wide area of opera 
tion 

i Existence of capital 


3 In some cases limited 

liability 

4 Loans mav be issued 
to non members al«o 

5 Loans mav be given 
for unproductive purpose's 
also 

6 DivisibiUtv of profit* 
7. Management paid. 



220 


BAKKINO IN INDIA 


History of Co operation tn India Co operation \\a«i 
-officially «et up m India m 1904 though attempts had been 
made m earlier years also The first suggestion m this 
connection came from Sir William Wedderbuin and Justice 
Ranade This was turned down by the ‘secretary of State 
m spite of its acceptance by the Government of India 
Next, Sir Frederick Nicholson submitted his ‘ Report on land 
and Agricultural Banks to the Government of Madias in 
1892 and recommended the establishment of the Raiffeisen 
type of societies But this was also not brought into 
action Later, Mr Dupemex of the United Provinces 
Civil Service made attempts and these bore some fruits aI«o 
as certain societies were established in the United Pro 
vincea, Bengal and the Punjab Finally, in 1901 Lord 
Curzon s Government appointed a committee and its rt.com 
mendations resulted in the enactment of the Co iperative 
Credit Societies Act of 1904 

This Act made provisions for the formation or credit 
societies only Special emphasis was laid on rural r\ther 
than on urban credit societies According to them any ten 
persons from the same village or town or of the same tribe 
or caste could apply to form themselves into a co operative 
credit society In case four fifths of the members were 
agriculturists this was known as rural credit society other 
wise it was urban The former was to be modelled on the 
Raiffeisen type and the latter on the Schulze Delitz^ch Ibe 
poll er of compulsory inspection audit and dissolution was 
vested in the Government 

The progress of the movement was remarkable and it 
was soon found to outgrow tho scope of the 19l 4 Aot 
Hence another Act was passed in 1912 It remedied tho 
defects of the Act of 1904 and provided for the registru 
tion of societies for purposes other than credit also It 
substituted a scientific classification of societies based on 
the nature of the liability for the arbitrary one viz rural 
and urban FinaJlv it recognized the central and provin 
cial CO operative banks as well, and thus made provision for 
the building up of a powerful structure from the bottom to 
the top It may be remarked that in spite of the removal of 
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tbfa hiiutiition *on the formation of non credit co operative 
societies by the Act of 1912 the prepondering e c nent in 
Indian co operation is still credit 

In 1914 the Maclagan Committee on Co operation 
was appointed It submitted its report next yeai This led to 
the re orgam ation and overhauling of the admini tration. 
of CO operative societies Those inefficient were elimi 
nated Punctuality in repayment was moisted upon and 
the non official share began to increase 

The reforms of 1919 made co-operation a transferred 

I rovincial subject and the ministers in charge of it evinced 
a keen interest and immediately a number of new societies 
were formed all over the country Various provincial com 
mittees have also hecn appointed since then and they have 
brought the whole question to the forefront The Statu 
torv Report of the Reserve Bank of India also throws a 
good deal of light on the present nnovement and give 
valuable bugge»tioQs for its re organisation 

Present Position of the Credit Cc^operotit-e Moiement 

II the Cou itr I The credit cooperative movement in 
India embrace (j) Primary credit co operative societi 
(/)C(ntratc operative banks, and (c) Provincial co opera* 
live banks at present There is al«o the possibility of an 
Apex All India Co o] crattve Bank though it has not been 
started so far 

Pnraarj credit co-oj vrative societies are both rural 
and urban Thtir number is approximately 1 lakh and 
15 OOU re pectively The funds of a rural credit co opera 
live fociotv are raised from entrance foes share capital 
deposits or loan* from non members loans from central 
and provincial banks and Government and the reserve 
fund The aggregate amount'is Oy no mean® negligible 
It amounted to about Rs 3’ crores in 1938 The respective 
figures are interesting — 

Share capital II 4 03 17 000 

Reserve and other funds Rs 9 4b>i3 0)0 

Deposits Rv 2G3 7 000 

Loans Rs loS4 37 000 

Total working capital Rs 31 97 So 000- 
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They show that these institutions wor^ with about 
Rs 15 crores of their own capita] (including members’ 
deposits also) as against their borrowed capital of about 
Rs 17 crores This is 47 per cent, and has been steadily 
increasing 

Central co-operative banks are mostlr located in tbe 
district headquarters Their number is approximately 600 
The functions of these banks is not only to supply the 
required capital to the primary societies but also to make 
tbe surplus resources of some societies available for other 
societies suffering from a deficiency of funds and to pro- 
vide proper guidance and inspection over them They 
are formed of primary societies and individual members as 
well and draw funds from (o) share capital lb) reserve, 
(c) deposits, and {</) loans These amounted to about Rs 30 
crores m 1938 

Provincial co operative banks are found at present 
in India in all the major provinces except the United Pro- 
vinces and some of tbe states In a large majority of 
them) the constitution is a mixed one, that is, both in the 
general body of the banks and lo the directorate, there sro 
individual shareholders as well as repre'^ontatives of co 
operative societies and centra) banks Their working 
capital IS derived from (a) shares (h) reserve and other 
funds, {o deposits and loans from ladividuah, societies, 
provincial and central banks, ard Government It amount- 
ed to about Rs 12 crores in 1938 The distribution wa-. 
Rs 3.17,20,000 to individuals and Rs 10,08, 4o,000 to banks 
and societies 

Its progress has not been uniform in all the provinces 
Bengal, the Punjab and Madras have the largest tiui iber 
of societies, while the other major provinces like Bombay, 
Bihar, the United Provinces, the Central Provinces and 
Assam are backward Tbe total number of members of 
primary societKS stood in 1938 at 48 5 lakhs. Taking the 
normal family at a little under 5, it is clear that about 
‘'1 crores of the people of India are being served by this 
movement In fact, there is no other agency in the country 
which effe>,ts so many people 
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Tlie Ma\n Defects of the Afovement The success or 
otherwise of a credit co operative society depends upon 
the promptness of repayment of loans by members These 
are only sbort-term and must be repaid as soon as 
the harvest is reaped and the produce is sold But 
this IS not the cas ' in India Here* the ovoidue loans 
in agricultural societies amounted to Rs II, ’’6, 48, 709 in 
1938 This IS 36 per cent of the aggregate working 
capita] Taking the percentago of the total advances 
made to individuals which amounted to Rs 23,66,51,442, it 
was 4s 

Most of the members of these societies do not under- 
stand the aims and oljects of the movement They are 
quite Ignorant of tte liabilities which the membership 
imposes ahd the rights it confers They have not learnt 
from It the lesson of thrift and prudence Besides, a co- 
operative scciety has al«o got to improve matters m sphere'* 
other than finance eg, better living, better farming, 
marketing, education, etc 

There are certain defects m the working of the 
central and provincial banks as we)) In recent years, 
m tha cases of central banks, the number of the societies 
alTitiated to them has very much increased The statutory 
Report of the Reserve Bank mentions the case of one 
of them which dealt with as many as 680 societies. ‘Where 
such large expansion has taken place, the work has become 
unwieldy and the co operative character of the bank tends 
to become slender' f^either the central banks nor the 
provincial banks have done tbeir duty towards the primary 
societies They have eo far confined themselves only to 
their financing Their duty is also to interest themselves 
in all activities calculated to tone up, consolidate and 
expand the movement Besides, theid ow n position is not 
very sound In many cases, their resources are not so 
fluid as they ought to be Then, they do not maintain* 
sufficient margin between their borrowing and lending 
rates with a view not only to meet expenses but al«o to 
build up nice reserves 

SuggesltonS for Improvement Credit co-operative 
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, '•ocieties should take Up to the financing of only the short- 
term needs of the agncultorists At the most they may ex- 
tend their activities to the financing of the intermediate 
terra ‘needs’ as well. They should, on no account, 
take up to the financing of the long term needs also On the 
receipt of an application for a loan by a credit co-operative 
society, the members of the executive must find out the 
purpose OP purposes for which it is required ‘Further, it 
goes without sajing that if the co operative societies are 
to be TV orthy of their name and not to bel mere substitutes 
for the money lender, thev must see that the member bor 
rows as far as possible forproductive purposes and that 
loan'- for other purposes which though not strictly produc 
tive are absolutely necessary, aie reduced to a minimum ’ 
Another thing, which is perhaps of the utmost importance 
is to take into consideration his repaying capacity One 
ot the most important functions of a credit co-operative 
Society IS also to see that the members do not live beyond 
their means Truly speaking, they have in the past viola- 
ted thi« principle, and hence the accumulation of overdues 
In fact, it is not of <o much importance as to what is the 
object of the loan a< IS the fact whether the borrower shall 
be able to repay it out of the harvest and in certain oase« 
witbm a period not exceeding three years in any case 

Kelt, a*' has been sugge<>ted in the Preliminary and 
Statutory Report' of the Reserve Bank tbe question of pre 
sent overdue- must also be taken up It is no u«t to ‘Jet the 
things slide and continue granting extensions ‘ Where 
the question ot overdoes has become serious the co opera- 
tive niovemem has teased to function as an agency for 
the supplv of agncultural credit and many who are nomi 
najly members of co-operative societies are being driven 
to have recourse to money-lenders The overdues choke 
tbe flow otciedit and must be tackled in a practical man 
.ner without delav* Thev should be brought down by 
writing off the loases to an amount whose repayment may 
become possible within a reasonable period, say twentv 

yeirs, and handed over to a land mortgage bank an 

in-utution meant for the supply of long-term needs and 
whose study we shall make later on In cases, the societie- 
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hard in certain cases m recent years due to the general 
economic depression, the protection given to the agricul- 
turist borrowers, the growth of eo-operative societies, the 
lelav in the matter of awarding decrees, and the suspicion 
against the questionable practices of a few of them But 
'teps are being taken to improve them and there is every 
possibility of their becoming more useful in near future 
No ptogramm for the solution of the problem of agricul- 
tural finance and their improvement can be successful 
without the conciliation of tha present debts of the agricul 
turisti. and it® repayment Five provinces viz Assam, 
Bengal, Central Provinces Madras and Punjab have 
already passed Debt Conciliation Acts, which provide for 
the 'etting up of the Debt Conciliation Boards by their 
respective provincial Governments Their object is to 
attempt an amicable settlement of the outstanding dues by 
a voluotarv agreement between the debtors and the credi 
tors Anv debtor or creditor is allowed to apply to the 
Board for relief according to provisions of Debt Conciliation 
Act'* On receipt of the application, the board requires the 
creditors and the debtors to submit their total claims on the 
one hand and the total assets on the other The claims are 
al«o required to be substantiated by documents When 
the information has been received the board proceeds to 
bring about a settlement of the dues of the debtor with 
lu< creditors In case of an amicable settlement, a scheme 
for the payment of the decretal amounts m instalments 
not exceeding 20 or 25 m number is drawn up To provide 
inducement to the creditors to join in the scheme, certain 
disabilities have been impo'-ed on them if they refuse to 
accept an offer held to be reasonable by the Conciliation 
board In such cases, the board issues a certificate to the 
debtor in respect of such debts and the courts of law are 
authorised not to allow co«ts and to award interest at a rate 
not higher than 6 per cent m any subsequent legal pro- 
ceedings brought forward by the creditor for its recovery 
Creditors accepting the amicable settlement at the hands 
of the conciliation boards are given a priority of recovery 
of their settled amounts The inducements for joining in a 
‘‘ettlenient and the disabilities resulting from a refusal to 
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accept are not the same m every province Besides, legal 
practitioners are allowed to appear before the Boards in 
some provinces like the Pilojab, while C P., Assam, Madras 
and Bengal exclude them Again, C. P., Assam and Bengal 
provide that in case tbed^toia foil to pay the instalments, 
the amounts due may be recovered through the agency of 
the Land Revenue Department The scheme of debt con- 
ciliation can, however, become more successful if accom- 
panied by immediate payment This as we shall see later 
on can only be made possible by the establishment of the 
land mortgage banks The figures of debt conciliation 
in various provinces go to prove that the scheme has been 
very popular 

In certain cases, the debts have been compulsorily 
reduced under the provisions of the Agncultural Debtors' 
Behef Acts in the light of the fall of prices of agricultural 
produce 

The provisions of simple Rural Insolvency Act should 
he applied most reasonably in the case of those debtors who 
hold uneconomic pieces of land and whose assets and 
'repaying capacity do not justify the conclusion that they 
would be in a position to repay their debts even if they are 
scaled down 

After the conciliation and scaling down of the present- 
day agricultural indebtedness to the money-lenders and 
indigenous bankers and its payment or cancellation 
in deserving cases and regulation of their methods of 
business, they can be made to play an important part 
in the agricultural finance They cannot be regarded 
as being in a pos\tion of combining the three functions 
such as provision of short terra, intermediate and long- 
term finance, which belong by their very nature to 
different specialised institutions The utmost they may 
do IS to combine the first two Besides, provisions should 
be made to safeguard against the cultivators falling into 
indebtedness again, and this can he made possible only by 
reducing tbe chances of granting them unlimited loans by 
the money-lenders and indigenous bankers The U. P. 
iloDey-Jenders' Bill, 1939. provides that at any time in a 
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single year no creditor can attach and sell more than one. 
fourth of the crop of an agnonltural debtor, and the cre- 
ditor in question cannot attach such one fourth of the crop 
for a longer period than four years since the date of 
advance of the loan It means a limitation on the lender’^ 
loaning power to only four tunes the value of the standing 
crop, on the security of the crops On the ba«is of the 
suggestions of the Calvert Committee, the approved money 
lenders and indigenous bankers may also be given a prior 
claim on the crop of the debtor re«erved as security 
again«t their advances 

(6) INTERMEDIATE CREDIT XEEDS 
Apart from help for meeting the expenses of cultiva- 
tion, a cultivator requires intermediate dredit facilities for 
purchasing cattle or bringing about usual recurring im 
provements in land As has already been suggested, the 
finances required for better and profitable marketing of 
crops may also be included in it The amount borrowed 
for these purposes cannot be expected to be repaid within 
a single yedr, and must necessarily be spread over a com- 
paratively longer period, but in no case exceeding three and 
at the most five years The mam secunty which a culti 
vator offers for advances of this character is his movable 
wealth in the form of ornaments or existing cattle and bis- 
annual crop 

existing FlnanclDg Agencies tor Intermediate Credit Needs 
and Suggestions tor their improTemeot 
Most of the agencies financing short-term needs 
take up to the financing of the intermediate credit 
need« as well Taking the marketing finance® first, it may 
be said that it begms from the time the produce is 
ready on the threshing floor. In certain cases, it begms 
earlier, eg, when the cultivator takes an advance on the 
understanding that be will sell bis produce to the creditor 
who i«, as we already know, either the village money-lender- 
^m-trader or ■=ome agent of the petty indigenous bankers 
Neither of the ^e, nor the cultivator is in a position to hold 

7 UP Banking Enquiry Conmittee Report 
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the stock on for better puces, and it finds its way to 
the big indigenous banker in the town He is either a 
trade or commission agent, and ultimately the burden of 
financing the purchase falls upon him If he has already 
made an advance to tiie party from whom he buys he 
makes only an entry in his books In other cases, he has 
to pay fn cash, no doubt for the stock he holds on behalf 
of others in the capacity of a commission agent, he get« a 
part or the whole in advance , usually he gets apart and 
not the whole Now, he wants accommodation from other*-, 
and it IS available in the following ways 

(I) Advances from Other Indtoenous Banter- or Im 
venal Bank and Joint SloeK Banks The amount and nature 
of these depend upon his good svill. In some case- he 
writes a promissory note, in others it is on the basi*. of a 
muddati hundi, in still others a current account is opened 
ID his favour If the advance js obtained on the ba-i- of ? 
rauddati hundi from a fellow indigenous banker, tbi« hund 
is discounted with a commercial bank 

|2) Adiances for Storaoe He hasp reduce stored ji 
godowns which are transferred to the lender If thi* 
financier IS a fellow indigenous banker he is content with 
the key But incase it is Imperial Bank or a commercial 
bank, the bank puts on its own lock and signboard. 

(3) Fufid in Conne tion Ihth the Vcvimenf nf 
Oootli If he sells locally the price is paid to him in cash, 
which may be done immediately or after sometime depend- 
ing upon the custom of the market But if the good- are 
to be sent out, he receives payment either directly or more 
commonly draws a darshani hundi which may again be 
clean or supported* by a railway receipt In the ca-e of 
a clean hundi the railway receipt is sent directly to the 
consignee, and is made out in'his name In the ca-e of a 
hundi supported by a railway reoepit, howevei it i« handed 
over to a bank, and is made out in the name of the '■onsigner 
who endorses it in favour of the bank which also purchase- 
the hundi 

From the above description, it js clear that there are 
certain defect® in this system which must be remedied 
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First of alJ, the cultivator is not in a position to bold the 
stock for better prices Co-operative societies can help 
him bv making advances and taking possession of the took 
which they may sell gradually as the demand arises This 
will enable the agncultunsts not only to obtain better 
prices but al«o to be relieved of the various inconveniences 
of marketing Sscondlv there are storage dilhcnlties 
The peasant keeps his stock m earthen pots, in sack« m 
enclosures made of matting mud and wickerwork, or m 
underground pits In the narket also, we have got these 
things differing only \n size but not in kind Hence there 
is a good deal of lo«s trom insects or rats or underground 
damp Improved methods cannot be adopted, due to heavy 
initial costs The remedy lies in the establishment of 
independent warehouses which must be lincensed These 
\mII confor n to certain conditions laid down by law in res 
peot ot such matters as sanitation, adulteration, grading 
and management They will also be subject to Govern- 
ment inspection and supervision ! he warehouse warrant 
would be a negotiable instrument o title and as such avail 
able as security against a loan, or to support a hundi 
Thirdly most of tl e transactions are carried on cash basis 
and even m tbo case of credit, only book credit used 
There is % need of the introduction of muddati hundis 
They will create negonab'e instruments of an acceptable 
kind, which tan be used as and expand the basts oh credit. 
Fourthlv datshani hundis are supported by railway receipts 
only in some cases Ihe extension of the pract ce will 
no doubt go a long wav to facilitate their purcha e and 
discount by the banks 

In some province** their respective government' are 
taking an active part in the building of wareboU'es by 
advancing part expense** The task may be succs' fully 
taken by the Reserve Bank of India through its Agricul- 
tural Credit Department m collaboration with the Imperial 
Council of Agricultural Research which ought to place all 
its scientific re'ources at the disposal of the Reserve Bank 
for tackling! the problems of grading, storing against 
damages, etc , involved m warehousing The expenses may 
be met out of the profits of the Issue Department Their 
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management will also be under its control This would 
make their receipts first class credit instruments 

As for financing other needs moneylenders and 
indigenous bankers ma 7 take upto them They can easily 
combine the financing of intermediate credit needs along 
with short term credit needs 

LONG-TERM CREDIT NEEDS 

The Indian agncuUnrists require long term credits 
for substantial periods, ranging from 20 to 30 years, for 
various purposes, e g , repayment of previous debt belong- 
ing to both CO operative societies and money lenders , re 
clamation and improvement of land, including building of 
houses, sinking of wells, etc purchase of land and equip 
ment of machinery and plant and construction of works 
like irrigation channels, etc The need of the repayment 
of long debts of the cooperative societies and money 
lenders with which the agncultunsts are at present burden 
ed has already been shown There is a necessity of reclama* 
tion and improvement of land as well with a view to suji 
port the ever-increasing population In certain areas, 
where there is no irrigation facility, wells must be sunk 
There IS also the necessity of building better houses for 
the farmers In many cases, holdings are also very 
small There is the need of the purchase of adjacent lands 
Sometimes, there arises a need for the payment of money 
to the members of the family with a view to check further 
subdivision of land Finally, with a consolidation of bold 
mgs and improvement of lands necessity of better machin- 
ery and plant is also bound to arise Now, loans contracted 
for these puiposes cannot be paid within a short penod In 
fact, the advantages arising from them being of a perma- 
nent nature, it is but fair that their repayment should be 
spread over a long period 
Land Mortgage Backs 

There is a complete absence of any suitable agency 
for financing long-term needs of the agriculturists and 
hence they have been forced to borrow from the money- 
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lenders at high rates of interest and under numerous 
disadvantageous conditions, which have in their turn 
imposed a chronic burden upon them It has already been 
suggested that the old debts should be conciliated and con 
siderably scaled down and repaid The money-lenders, and 
indigenous bankers cannot provide for all the needs of the 
farmers They should confine their operations only to 
short-term and intermediate credit needs In the provision 
of long term credit facilities, the state in various countries 
has taken an active part m providing its respective rural 
population with requisite land institutions During recent 
years land mortgage banks have been established m various 
provinces in this country as well, but their number is very 
limited. In the year 1938, it was 201 The number of 
members was 62,389, share capital Rs 23,62 157, debentures 
subscribed to by the public and the Government amounted 
to Rs 34,04,050 and Rs 99,6i0 respectively, deposits 
Rs 5,25,384, reserve and other funds Rs 3,96,636, and loans 
Rs 1,90,99,760, and thus making up the whole working total 
to Rs 2,58 85 637 Out of this, loans to individuals had 
been made to the extent of Rs o4.99.027 and to batiks and 
societies to Rs 14,93,398 The position is not at all satis 
factory in view of the vast siz© of the country 

There are thiee mam types of such banks (i) those of 
strictly CO operative type, («) (ho«e of commercial type, and 
(ui) those of quail CO operative type Aland mortgage 
bank of strictly co operative type is an association of bor- 
rowers who raise credit by the issue of mortgage bonds 
bearing interest and made payable to bearer The commer- 
cial t 3 rpe has a share capital, works for profit and declares 
dividend A gua^x co-operative type of bank has a mixed 
membership of borrowers and non-borrowers, operating 
over fairly large areas and formed with share capital and 
on a limited liability basis 

In India, most of the banks are of the auast-co' 
operative type as they admit to their membership a few 
non-borrowing individuals for attracting initial capital as 
well as business talent, o^anising capacity and business 
management 
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Madras leads in co operative latiil mortgage bank-n 
About the year 1925 ten institutions founded on a limited 
liability basis with a share capital and the borrowing 
power limited to a multiple of the pud up capital, ordu 
nanly 8 to 10 times were started They were authorised 
to issue debentures against mortgages given them for 
obtaining loans The Government also agreed to purchase 
debentures equal in value to which the public subscribed 
subject to a limit of Rs 50000 for one institution and 
Rs lakhs for the vhole Preudency But must of the 
banks were not successful in selling the debentures to 
the public to any appreciable extent Hence, on th re 
commendation of the Town-end Co n nittee, a central land 
mortgage hank was established, and this became the 
dnancing and balancing centre for all other ins'itutions 
It centralised the debenture issues and came out t b«. 
very successful The debentures met and are meeting 
with a ready re ponse from the public and they are on 
sidered as safe and secure inve-tment even by insurance 
companies local boards and trusts The Fresidenc\ Go 
vernment has guaranteed interest OR all debentures It baw 
also lent It Rs 15,000 as initial capital free of charge to be 
repa d in a course of few years The expert staff of the 
Government has a)-o been hnt to U The primary mortgage 
banks transfer their mortgages to the central bank '■nd 
It 1 sues debentures with a floating charge on all -such 
mortgage* By the rear «d?8, the number of primary and 
mortgage banks had risen to 95 

Then, there are land mortgage banks in variou- otlier 
provinces Tn the year 193S, Punjab had 10, Bombav U 
Bengal and Assam 5 each Two of the Punjab banks 
operated over whole districts and the rest confined iheir 
operations to a single tahsil All these province- hast- 
not got central banks, and in their absence thev nise 
capital by issuing debentures directly A. central agency i- 
a necessity in each province Th** practice of the e co 
operative land mortgage banks varv widely in different 
parts of the country In general, it is found that in the 
majority of cases the Government of respect ve province- 
encourage actively in the growth of the land mortgage 



236 


BANKmaiN INDIA 


a stamp of greater security It must have some con- 
trol as well on the working of the land mortgage insti- 
tutions Their books sljould remain open to its inspection 
and audit It must also advise them with regard to their 
methods of business on safe and sound lines and carry 
on periodical examinations of the loans given by them. 
Then, the question of valuation of the landed property 
is also of very much importance The bank can supply 
the land mortgage banks with expert staff for this 
purpose 

The land mortgage banks can only help cultivators 
But there is also the question of financing other agricul- 
tural interest as well, eg, the xamindars Hitherto, they 
have borrowed mostly for unproductive purposes and at 
very high rates of interest from different agencies But 
they may be directed to borrow for productive purposes, 
e q , carrying on improvements in land in the methods 
of agriculture, and in such a case they should be assured 
of getting loans on low rates of interest A mention was 
made of the loan offices of Bengal in the first chapter 
Both the Bengal Provincial Banking Enquiry Committee 
and the Central Banking Enquiry Committee favoured 
some Lind of control over them At present there are 
numerous institutions of this type each with a small work 
mg capital. These must be amalgamated and reformed 
with a view to meet this demand A welUdevised legisla 
tion is necessary to achieve this end Land mortgage 
banks on the joint stock priocipJe can be evolved mother 
parts of the country as well for this purpose 
AGRICULTURAL CREDIT DEPARTMENT OF THE RESERVE 
BANK OF INDIA AND ITS ACTIVITIES IN CONNECTION 
WITH THE AGRICULTURAL FINANCE 

Mention has several times been made of the Agricul- 
tural Credit Department of the Reserve Bank of India m 
this and the previous chapter It will be useful to look 
to its variou® activities at this 'ttage in a co ordinated form 
This department is m fact, divided into three sections, nz , 
the Agricultural Credit, the Banking and the Statistical 
and Research We are concerned here only with the 
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activities of the agricultural credit section, those of others 
will be dealt with m other places 

The activities of the agricultural credit section 
are threefold First of all, it studies all profalems re- 
lating to rural finance, with particular reference to 
co-operative and to legislation for the relief of rural 
indebtedness Secondly, it keeps in close touch with the 
CO operative movement throti^ its officers who study on 
the spot its special features all over the country The 
results are published m the form of bulletins Thirdly, it 
places its services at the disposal of the central and pro- 
vincial Governments, co operative banks and other banking 
organisations which may happen to consult it on problems 
connected with agricultural credit 

Mention has already been made of the issue of a 
Ptehrainary Eeport and a Statutory Report in fulfilment 
of the requirement imposed upon the Reserve Bank, vtde 
section 55 (i) of the Act These along with the draft 
scheme for the linking of indigenous bankers with the 
Sank Were ail prepared by this section The credit of the 
publication of several bulletins as well, e g , report on the 
Banking Union at Sodmar, co-operative village banks, 
recent developments m the oo operative movement m 
Burma with suggestions for their applicability to India, 
co-operation in Panjawar, a village la the Una TahsiJ of 
the Hoshiarpur district, Punjab, also goes to it As has 
already been pointed out elsewhere various Acts passed by 
the Provincial Legislatures with regard to money lenders 
and their business were also based on the suggestions 
contained in the two reports, issued by it The reduction 
of the stamp duty on bills abo as has already been said 
previously was brought about due to its efforts 

But this IS not all that this section can do Develop- 
ment of bill market is a necessity to the country So far 
the Bank charges the same rata for its loans and dis- 
counting This section should impress upon it the neces- 
sity of charging a slightly higher rate for its loans than 
for discounting It should aho impress upon it the neces- 
sity of encouraging the shroffs and other urban credit 
agencies by various means to finance the village bankei^ 
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t>y the Reserve Bank of India? Point out the defects from which it 
suffers 

3 \^hat part Imperial Bank of India and other commercial banks 
play in the financing of agricultnte? Explain It 

4 '^hat do you Understand by a credit co-operative society? Point 
-out the distinguishing features of the two types usually found 

5 Give a short h story of cooperative movement in thiscountry 
Vi^hat is Its present paii\ion ? 

6 What are the sources from which eredt cooperative societies 
and banks draw their tunds 7 In what ways do they utillseit? 

7 What are the defects in the present day co-opeiative movement 
in this country 7 Suggest measures to remedy them 

g Suggest a scheme b> which moneylenders may be able to play 
a better part in the financing ol short term need of the agriculturists In this 
■connection explain the working and usefulness of the Conciliation Boards 

9 What IS the usual way in which agricultural marketing is hnan 
ced in India 7 Give your suggestions to Improve it 

10 Show the need of Che establishment ol land mortgage banks all 
over India In what ways they can be made more effective 7 

11 What are the aetivttles ol the Agricultural Credit Departinenc of 
the Reserve Bank of India in conneciiOA with the agriculture and how can 
It serve (he country better i la Ihiscoonection also point out the matters 
It should bring up before the Sank witha viewto develop bill habit in the 
country 

12 What do you understand by the tagavi 7 What are the defects 
with which Its distribution satters7 Isii possible to improve it In any 
way ? 


/ OHAPTER ZV 
INDUSTRIAL FINANCE 

The question of industrial 5nanco i-s as important to 
the development of industries as anything else, and the fact 
that it has been neglected so far m this country goes to 
prove that the need for rapid industnaJjsation has not been 
sufficiently realised here Whenever we talk of pro- 
duction, we give our attention to the products of agri- 
-culture, and the result is that our industnes have been 
relegated to the background Even m these days of war, 
nothing substantial is being done. The Government of 
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India on its outbreak started a Board of Scientific and 
Industrial Research, and since then though a huge sura 
has been spent on it, no active step has been taken towards 
establishing any industry Whatever researches are 
being made, they relate to small scale chemical industries 
like drugs, plastics, glass paste-board and the like Heavy 
industries are out of consideration, whether belonging to 
the engineering group or even chemical Under the cir- 
cumstances, it 13 not surprising that Indians ascribe it to 
the influence of the British manufacturers and traders who 
are always out to safeguard their post war interests by all 
possible means This also explains the cause of the Govern- 
ment’s anxiety to solve the problems of agricultural finance 
rather than those of the industrial. The Congress attitude 
IS also not encouraging Whatever steps it took during its 
short regime in provinces were concerning tbe agricultural 
^finance And even now, whenever our leaders talk of in- 
dustries, they talk of only cottage industries and not of 
factory industries Nobody can, however, believe that they 
are averse to the latter — iC may be due to some political 
strategy 

REQUIREMENTS OF INDUSTRIES 
Broadly speaking an organised industry requires the 
eame forma of credit as agriculture, vt« , short terra, inter- 
mediate, and long-term The short term credit is required 
for the purchase of raw material and stores, for expenses 
incidental to the marketing of products and for providing 
the necessary funds for paying wages and meeting day to 
day requirements The intermediate credit is also required 
for any or all of the above purposes, in certain cases for 
periods varying from one to five years The long term 
credit 13 required for purchasing land, erecting factory 
buildings and installing plant and machinery in the 
beginning and later on for extension and re organisa- 
tion It IS also known as block capital The relative 
proportion between long-term and short term credits 
or block and working capitals respectively depends upon 
the nature of a particular industry. The more round-about, 
and complex the process of production, the greater must be 
16 



242 BANKING IN INDIA 

the proportion of the former to the latter. In such or- 
ganised industries as jute, cotton, iron and steel, hydro- 
electric and mining, the proportion of the block capital is 
very large In others, eg, drugs, plastics, glass, paste- 
boards, and specially the cottage industries, the opposite is 
the case In short, this depends upon the value of the out* 
put and the average length of time occupied by the pro 
ductive process There may be other circumstances a« 
vpell, e q , the methods of buying ratv materials and effecting 
Sales, and those of the payment of the pnces. As wo 
shall see presently, the larger is the proportion of the long- 
term capital the greater is the difficulty of financing it 

PRESENT SITUATION IN INDIA 

The present situation in India is far from satisfac- 
tory It IS a tradition, particularly of the British commer- 
cial banks not to take up the financing of the long-term 
needs. They have separate instilulions for this purpose, 
e u , the Securities Management Trust, and the Bankers' 
Industrial Department Company In this country also, 
following upon the practice of Great Britain, the establish- 
ment of purely industnai banks has so often been recom 
mended The first attempt was as has already been observ- 
ed elsewhere, made m 1917 by the floatation of the Tata 
Industrie! Bank No doubt, it could not survive for long, 
hut modelled on it several banks were started, and of these, 
the Industrial Bank of Western India, the Earnani Indus- 
trial Bank, the Raikut Industrial Bank, the Simla Banking 
and Industrial Company, the Laxmi Industnai Bank, and 
certain others in native states, have been doing considerably 
good work But it may be pointed out that they lack in 
the forceful initiative, untinng perseverance of knowledge 
and organising ability which are the marked characteris- 
tics of the banks in foreign countnes. Taking into con- 
sideration the vast area of the country, their number too 
IS very small As far as Imperial Bank and other commer- 
cial banks are concerned, it may be said that they do not 
take up the financing of Jong term needs — whatever help 
they give is concerning the short term and at the most 
intermediate needs and to this, we shall look in due course. 
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Under the circumstances, the long term capital is 
derived in this country mamly from three sources. The 
most important of these in the earliest stages of the deve 
lopment of out industry was and to a very great extent 
even now is that subscribed to privately, on a family basis 
or from friends The managing agency system originated 
in and is closely connected with this fact Next is the col- 
lection in certain important places by means of deposits 
which are generally fixed The last is by means of issuing 
shares and debentures directly to the investor through 
prospectuses, etc 
Managing Agency System 

Taking the first, it may be said that there are 
individuals or firms who, possessing strong financial re 
source*:, carry out the preliminary work in connection with 
the starting of new concerns, promote them, act as their 
financiers or guarantors, and generally manage them The 
main functions of these managing agents as they are 
called, may be summarised as follows 

(1) They act as company promoters ‘There is no 
doubt that one of the factor^ on which the success of an 
industrial unit depends is the careful planning of the 
scheme, and its launching under favourable conditions 
This requires great constructive ability on the part of the 
organizer Modern industry in India owed its development 
primarily to two classes of people British merchants who 
had come out to represent British trading firms and the 
cotton merchants of Bombay, and, later on, of Ahmeda 
bad and other centres These directly or indirectly, were 
responsible for much of the development that has occur- 
red '■ The names of Messrs Tata Sons & Oo , Andrew 
Yule & Co , Kettlewel! Bullen & Co , Currimbhoi 
Ebrahim and Sons, Ltd , Birla Bros Ltd , Shaw Wallace 
& Co , Nowtosjee Wadia & Sons, C N Wadia & Co , 
Bird & Co , Martin & Co, etc may be mentioned Some 
of them have the credit of promoting more than a dozen 
concerns 
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(2) They act as under.writers of the shares of new 
concerns In foreign countries, this work is performed 
by a special class of under writers or industrial or 
commercial banks In the absence of these, this work is 
performed hare by the managing agents A number of 
companies would have not been able to commence business, 
were their shares not under-written in this country by 
this class of people When the shares of a newly floated 
concern are issued and the fact of their having been under- 
written by a firm of reliable managing agents is mentioned , 
in the prospectus, it inspires confidence in the investors. 
If thjy are not subscribed to by the public m full, the 
residue is taken up by the managing agents 

(3) They act as managers of these concerns and m 
many cases their wide experience has resulted m efficiency 
But there are also the cases of inefficient management 
Their rights being m the past heritable, m the course 
of time It passed into the hands ot inefficient persons 
They could also be sold and transferred Both these things 
have been now prohibited by the Indian Companies Amend- 
ment \ct, B)3G In many cases, they being not directly 
interested in the fixed capitals of the concerns managed by 
them the interests of the shareholders are apt to be ignored 
and even harmed Finally, the management becomes in- 
efficient also due to the employment of their relatives and 
friends in the undertakings even if they are not worthy 
of the same. 

(4) They establish a contact between banLing and 
industrv ‘The Imperial Bank of India Act of 1920 pro- , 
hibits the bank from discounting or advancing on Che 
sfecuritv of any negotiable instrument of any individual or 
partnership firm payable at the town or place where it is 
presented for discount, which does not carry with it the 
several responsibilities of at (east two persons or firms 
unconnected with each other m general partnership' This 
has Jed to the practice of getting the signature of the 
managing agents on notes of hand m addition to the signa- 
ture of a Director of the company who signs on its behalf. 
Although other banks have not to work under the '■acne 
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TestncUons, they have more or less followed the had of 
the Imperial Bank in this matter and have been unwilling 
to advance money on the security of the assets of a 
limited concern unless it is backed by the personal security 
of the agents themselves In many cases over when 
credit IS allowed on the hypothecation of goods the sig. 
nature of the managing agents is insisted upon 

(5) They act as financiers of the industrial concerns 
as well Due to the lack of the habit of subscribing to the 
shares of the companies in this country, they are in most 
cases undercapitalised and depend on borrowings We 
have already seen that the managing agents have to put 
their signatures for the advances secured by them from 
the bank-> But in addition to this, they have also got to 
finance them out of their own resources 

It has already been pointed out in clause (3) that their 
management sometimes becomes inefficient The chances 
of the same have however, been reduced by the prohibition 
of (he inheritance and transfer of the rights of managing 
agency under the Indian Companies Amendment Act 1936 
But the system suffers bom a further disadvantage and 
it 19 that it has created a divorce between banking and 
industry and failed to secure a proper co ordination be- 
tween the total available savings of the public on the one 
hand, and the industrial schemes and organising ability- 
available in the country on tho other The dual existence, 
of the system and the banks has retarded industrial pro 
gress The agents tend to work in a groove, their out 
look on industry behomes conservative, and they do not 
give sufficient attention to nevt industrial schemes As 
they do not organise themselves into associations for 
active co operation in the promotion of industry, they 
cannot command the services of technical and economic 
experts that are necessary for determining the soundness, 
practicability and profitableness of new industrial schemes 
Moreover as their financial resources are limited they 
cannot promote an adequate number of new concerns even 
in the protected and undoubtedly profitable branches of 
production In any case, they cannot have that close 
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touch with the investing public, which banks can possess, 
so that they cannot float or underwrite industrial issues 
readily, or to a considerable extent. The system may 
work without much financial difficulty in a period of pro**- 
penty, but the above drawbacks become prominent when 
the system comes up against a period of depression When 
the managing agents have to find more money during 
such a period to support their concerns they are ohen 
unable to do so As has happened in many cases, when 
Some concerns fall m difficulty, others belonging to the 
same managing agents are also affected thereby The 
Indian Companies Amendment Act (1936) has improved 
the situation by laying down that no company managed 
by a managing agent can give any loan to or guarantee 
any Joan made to or purchase shares or debentures of any 
other company managed by the same managing agent 
There is, however, no ban on the purchase of shares or 
debentures by a company if it !;> an investment company 
Again, they can also be purchased, if the same is approved 
by a unanimous decision of the board of directors of the 
purchasing company But it is inevitable that the weak- 
ness of some concerns should react on others Finally as 
in Bombay, there is enormous speculation in the shares of 
cotton mill companies which the managing agency system 
has brought about It so happens that the managing 
agents control a majority of shares of tne companies under 
their management from their start. But there is always a 
<«msll group of persons who want to drive out the manag 
ing agents to get their conirol and whenever they learn 
of any weakness in their position, they'bnng about a consi- 
derable speculation in the shares of the concerns In short, 
'they are always ready to take the initiative at the first 
touch of adversity, and it is the existence of this element 
that supplies the key to the cornering of cotton mifJ shares 
m Bombay Had tbe mills been less dependent on managing 
agents for their finance, such situation would not be pos- 
sible, and the losses to investor* owing to the enormous 
fluctuations brought about by "peculation would have been 
avoided' 

We have already discussed some of the provisions 
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provided in the Indian Companies Amendment Act, 1936 
with a view to remove the defects of the managing agency 
system But there are several others All these may, 
therefore, be recapitulated here 

(1) No managing agent can since the commencement 
of the Act, be appointed to hold office for more than 20 years 
at a time 

(2) Notwithstanding anything to the contrary contain- 
ed in the articles of a company or in any agreement with 
the company, a managing agent of a company appointed 
before the commencement of the said Act cannot continue 
to hold office after the expiry of 20 years from the com- 
mencement of the said Act unless he IS again reappointed 
either before or after the expiry of this period He is, 
however, entitled on the teroiination of the agency to 
charge from the assets of the company by way of indemnity 
for all liabilities or obligations properly incurred by him 
on behalf of the company subject to ei^stmg charges and 
encumbrances, if any 

(3) A company may remove a managing agent if be 
IS convicted of an offence in relation to the affairs of the 
company punishable under the Indian Penal Code, and 
being under the provisions of the Code of Criminal Proce* 
dure 1698, iion-bailable Where the managing agent is a 
firm or company an offence committed by a member 
or a director or an officer holding a general power of 
attorney of such a company is deemed to be an offence 
committed by such a firm or company unless the person 
concerned is expelled or dismissed within 30 days of his 
being convicted for committing the offence 

(4) A managing agent if he declared insolvent by a 
judicial sentence must also be romored from such an office 
of the company 

(5) A managing agent cannot transfer his right unless 
it !». approved by the company in a general meeting 

(6) A charge or assignment of his remuneration or 
any part thereof effected by a managing agent is not 
enforceable at law against the company 
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(?) Though a managing agent is entitled to receive, on 
the winding up of a company, all moneys due to him under 
the contract of management, he may not receive it in case 
the court finds that the winding up is due to his negligence 
or default s 

(8) The appointment or removal of a managing agent, 
or any variation of his contract of management made after 
the commencement of the said Act is invalid unless approved 
1 y the said company by a resolution at a general meeting 

(9) Since the commencement of the said Act the re* 
muneration of a managing agent must be based on a fixed 
percentage of the net annual profits of the company with 
provision for a minimum payment in the case of absence of 
or inadequacy of profits, together with a fixed office aUow 
ance For the purposes of this clause, ‘net annual profits 
mean the profits of the company calculated after allowing 
for all the usual working charges, interest on loan- and 
advances, repairs and outgoings, depreciation, bounties or 
subsidies received from Government or from a public body, 
profits by way of premiums on shares sold, profits on sale 
proceeds, forfeited shares, or profits from the sale of the 
whole or part of the undertaking of the company but with 
out any declaration in respect of income4ax or super tax, 
or any other ta or duty on income or revenue or for ey 
penditiire by way of interest on debentures or othf rwise on 
capital account or on account of any sum which mav he set 
aside in each year out of the profits for reserve or anv 
other special fund 

(10) No company can give any loan of money to 
its managing agent or stand surety for any loan made 
to him 

111) Except with the consent of ? of the directors of 
a company, its managing agent cannot enter into any con* 
tract for the sale, purchase or supply of the goods with the 
company 

(12) No company managed by a managing agent can 
give any loan to or guarantee any loan made to or pur* 
chase shares or debentures of any other company managed 
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by the same managing agent This proTision does not, 
howeTer, apply to the purchase of shares or debentures by 
a company if it is an investment company Further, this 
purchase can also be made if it is approved by a unanimous 
decision of the board of directors of the purchasing 
company 

(13) A managing agent cannot exercise, in respect of 
any company of which he is a managing agent, a power 
to issue debentures or except with the authority of the 
directors, and within the limits fixed by them, a power to 
invest the funds of the company 

(14) A managing agent cannot on his own account 
engage himself in any business which is of the same nature 
as/and directly competes with the business carried on by a 
company under his management or by a subsidiary company 
of Buch a company 

(15) In no case, in connection with a public company, 
the directors, if any, appointed by the managing agent can 
exceed m number one third of the whole number of 
directors 

(lb) Every company managed by a managing agent 
18 required to teep a register containing all details about 
the managing agent This is to remain open to inspection 
by the company s shareholders 
Tbe CoUectlOD ol Deposits 

Coming to tbe second, te, tbe collection in certain 
miportant places by means of deposits which are generally 
fixed, it may be said that it is ‘a reflex and a trans 
formation of tbe old system of money being kept for safe 
custody with the mshsjan ' In Bombay and m Abraedabad, 
those who established the mill companies were either 
merchants or shroffs in whom the public had confidence, 
and hence it entrusted its savings to them Tbe sums thus 
deposited with the mill companies became a very important 
source of industrial capital for the cotton industry in 
both the centres, but more especially in Ahmedabad, 
where the amount loaned by banks was inconsiderable * 


7 Central Banking Enquiry Committee Minority Report p 3'>9 
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In Bombay, the deposits were mostly short period deposits 
for SIX or twelve months and were available at low rates 
of interest They were very popular with the miJl-owners, 
because they accepted them during the season when cotton 
was purchased for the whole year, but refused them during 
the later part when there was no necessity for them But 
after the post-War boom when depression set in, they 
began to fall and at present, they play a very insignificant 
part in the financing of the industries there Instead, 
banks have become^ more active in recent years, and now 
these industries depend upon them to a far greater extent 
In Abmedabad, however, even these days, deposits continue 
to play the same part as before, and in fact they appear to 
be destined to play an increasing part in future This is 
mostly due to two reasons Firstly, Ahmedabad deposits 
have become seven years' deposits — which means deposits 
for a considerable long term They now resemble deben> 
tures in this respect, though there is an important differ- 
ence between the two inasmuch as they have no hen on the 
properties of the assets of the companies like the debentures 
Secondly, they represent tbe reserves built out of the 
huge profits of the mills What is done is that the reserves 
of one mill are deposited m another Thus, tbe Ahmedabad 
mills have developed a system b; which they finance them 
selves out of their own profits and reserves ' Whatever 
the case may be, there are still huge sums in the form of 
short deposits in Ahmedabad mills and ther may be with 
drawn by the public to their embarrassment as in Bombay 
Again, the habit of using deposits to provide capital for in- 
dustries has another disadvantage, namely, that it restricts 
the supply of shares and debentures which are certainly 
better forms of investment for the publ c Thirdly, mills 
are, by accepting deposits, doing a business for which they 
are not equipped, and it is possible that their failure to 
meet the demands of tbe depositors at one time or the 
other may frighten many people both from investing m 
their shares and putting in deposits with the banks 
Fourthly, the present system represents the primitive 


3 Central Banlting Enquiry Committee quoted by loonathai 
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banking habits which should not continue when modern 
banks have been established. Finally, with the increas- 
ing facilities of and confidence in modern banks including 
the post offices, there is every possibility of the reduction 
of amounts of deposit with the mills and hence they can- 
not be very much relied upon 


Tbe IssQiog Ql Shares and Debestares 

There remains the last 1 1 , the issuing of shares 
and debentures directly to the public The whole capi- 
tal is not raised by one method Both from the point 
of view of the concern and the investors different methods 
must he adopted They should really appeal different 
clause*! of people First of all, there are preference shares, 
then ordinary «hare«, and finally deferred shares Pre 
ference shares may be participating preference shares, 
or cumulative or nos-cumulative. and «o on Tbe raising, 
of "ome part of the permanent capital by issuing deben- 
tures is also a very desirable step in many ca®es While 
It ensures to the investors a fixed amount of annual return, 
it al«o enables the shareholders to get higher rates of 
dividend in ca^es of huge profits The method of direct 
appeal to tbe investor^, whether by is^mog shares or debon- 
ture«, suffers m thus country and to a '^mall extent in 
other countries as well from the fact that there are times 
when «ome events create such unusual mass expectation 
that the investors become willing to invest money while 
at other times they are excessively prudent and cautiou® , 
and hence this method cannot be relied upon In the recent 
history, tbe years 19*0-?1 and 1935 — 37 provide the illustr* 
atlon of the former whereas tbo^e of the intervening period, 
of the latter There is al«o a lack of intelligent inves- 
tors who may be able to distinguish between sound and 
unsound proposals Even id Western countries, there 
is always the need of «uch agencie* as may guide them in 
the selection of the different issues In a country like 
India where there is a lack of suffiment education, the need 
IS bound to be greater 
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FJNANOING OF INDUSTBIES BY lAlPERIAI, BANK 
AND OTHER COMMERCIAL BANKS 

We know that the JModern juduHtry in Injja owes it's 
origin to the managing agents For a fairly lo^g time they 
formed, in fact, the only financing agency 'their strong 
financial position coni)»ned with the re«ourooi; , f their 
friends enabled them to carry on without iq any way 
depending upon the banking system But gradually and 
specially when the depression set in, public confidence wa« 
shaken and they ceased to receive the help from their 
friends This created the need of assistance from the 
moderab&nks They could not surely grant them longterm 
credit as the very nature of their Uibilitie-^ doe<; not war 
rant this. They could however take up to tlie financing of 
the short term needs But the whole of the worljing capital 
could not be piovided by them A certain proportion of 
working capital, although used for current expenditure, i- 
in reality of the nature of permanent capital The stock of 
raw materials manufactured and senu nignufactiipod 
ipfifids.ne^'A'.fa.l's.hstow^ .eatnttiuim juij t}iae4(n 

tal required for holding them is of tbi' nature a. nianu 
facturer should, in fact, provide for it along witli the block 
capita] If he does not do it he runs a great risjr Truly 
speaking, the mistake committed by most of thg entrepre 
neura in this country was that they thought that the whole 
of the working capital could be raised in the form of short 
term loans and hence they failed The bani^« cannot 
be condemned for their unwillingnc''' and unreadine's 
to provide it But we must find out whether they provided 
the fluctuating needs of working capital in regard to the 
current requirements of the industries A clo^^ btudy of 
the facts, however, reveals that even this was done 
very efficiently and cheaply The Imperial Banl;; of India 
and other commercial banks grant loins against (») tangible 
and marketable secunty lodged or pledged \Vith them 
or (ii) personal credit of the concern but with a second 
signature to the pro note of the borrower ^lost of the 
mill-owners go without a loan for they do not hice to lodge 
•or pledge their stocks with the banks as it melons a loss 
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of pre&tige to them It ha« already been ob«erveti that 
they receive deposits from the public, specially in Ahmeda- 
bad and as the lo'-® of their prestige has the likelihood 
of ahecting them, they are doubly forced not to adopt 
this method of raising loans. The second name rule has 
aho perpetuated the system of managing agents who 
regard themselves indi'pen'^ble to the companies managed 
by them, due to the need of their signature® on the 
hand notes wntten for the purpose of taking loans 
from the banks Ihe-'e loans take the shape of over- 
draft® or cash credits Both the borrowers and the banks 
give preference to thi® practice, firstly, because the 
former are required to pav interest only to the extent 
to which the credit IS availed of from day to dav, subject 
to a certain minimum interest which must be paid in 
any ca®®, and secondly, because the latter can curtail ox 
withdraw tbe facilities ut any time Discounting of bills 
should, however, be given considerable encouragement m 
their method of finance Thu presupposes the existence 
of ivarebouse®, and development of bill habit in the 
country Beside®, banks do not take into consideration, 
the personal credit and honesty ol the borrowers at the 
time of granting loans, and demand the full securitj of 
tangible and liquid assets In order to enable them to 
grant loans on the personal security as well, the provision 
of the Indian Companies Act requiring the balance sheet to 
show separately a bank s secured advances from unsecured 
advances should be repealed. Then, this will aho be 
achieved by estaolishing a closer contact with and having 
a more intimate knowledge of the mi'l owners by the bank 
managprs Finally, the rate of interest charged on such 
loans has alway® been very high, the smaller bank® q oting 
12 to 18 per cent 

Sn^gesUonsIor increasing (beir Financial Assistance to 
sDch Industries 

The Imperial Bank of India and other commercial 
bank® and specially the strong ones can increase their 
financial assistance to such Industrie® to a verv great 
extent by adopting the followmg line® 
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(1) They must act as the underwriters of all the 
issues whether of the new or old concerns. This will 
necessitate the maintenance of an expert staff by them, 
which shall study very closely the future prospects of a 
company proposed to he started It will have the effect of 
limiting the number of concerns which have no good future 
prospects Many of such companies would not have 
come into being as have faded due to lack of care- 
ful thinking, had this policy been followed by the banks, 
and thus the ruin of a number of investors would have 
been saved 

(2) In most cases the issues under written by the 
hanks shall be readily subscribed to by the public as they 
will inspire a better confidence, but in certain cases, it is 
possible that a portion of the same might have to be taken 
by them These will not, however, remain with them for 
considerable time as the growing prosperity of the com 
pasies coDceraed will enable them to unload them soon in 
the open market and perhaps at a premium 

(3) The banks shall have also their representatives on 
the directorates of such companies and they will thus surely 
•exercise a note of caution 

(4j They must make short-term advances on the per- 
«onal security of the companies to some extent 

(5) Licensed warehouses must be established m 
important industrial centres and advances should be made 
on the basis of the receipts issued by them 

(6) Discounting of bills should be encouraged by 
charging a lower rate than for other forms of credit 
This will provide the banka with the kind of the assets 
they need most In their absence, they are in the habit 
of investing huge sums on the purchase of Government 
securities and txeasi^y bills This is not the proper 
function of hanks They must, first of all, help indus- 
tries and trade and then the Government The follow 
ing figures, relating to the year 1940 in connection with 
the Imperial Bankoflhdia and the Big Five, tell their 
own tales — 
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IN LAKHS OP RUPEES 



(7) A large proportion of almost all the above invest- 
ments IS in Government securities, only a fraction bemg 
in debentures, shares and stoclws of joint stock companies. 
In recent years, there has been a change in the attitude 
of most of them, and the proportion of their investment 
in the latter has been rising up. This is good and must 
be encouraged. 


SUOQESTIOSB FOR STARTING MORE 
INDUSTRIAL BANKS 

It has already been pointed out that taking into con- 
sideration the vast are^of the country, the number of 
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existing industrial hanks is very small. If the Imperial 
Bank of India and other commercial banks increase 
their assistance to industries by adopting the methods 
already suggested, the necessity of floating more industrial 
banks irilJ not arise But, it they do not take up this 
ta«k, industrial banks must be established to fulfil the gap, 
and m such a case their functions will be the same as laid 
down for the Imperial Bank and other commercial binks 
The existing industrial banks will also do wo 1 to improve 
their business on these lines and to become more useful 
to industries In the words of the British Comnuttoe on 
Finance and Industry theit functions will be as follows — 
‘Acting as financial advi'trs to existing industrial com- 
panies advising in particular as to the provision of perma- 
nent capital, its amounts and types securing tho under- 
writing of and issuing the company a securities to tho 
public and, if necessary. assisimK previo isly m arranging 
for the provision of temporary financ<, m anticipation ot an 
issiii assisting in financing long contracts at no no and 
abroad or new developments of an existing oompaiiy or 
founding oompaaies for entirely new entorpnev acting as 
intermediaries and financial advisers in the case of mergi.rs 
or m the case of nogolutions with corresponding inter- 
national groups and generally being free to carry out all 
tvpes of fananoing business Such banks will surely raise 
fund? in the form of long term depositn not short-tor-a 
In fact, they must not be allowe<l to compete with the 
already existing commercnl bank'* 

Provincial Industrial Corporation as an Agency to Finance 
Public Utiitty Industries 

Although the eslablishment of statc-aideJ industrial 
cori'OraUons by the provincial govorninents for the pur- 
pose of financing all kinds ol competitive mdastrios has 
been rutommended by tho Central and “it of tho Provin- 
cial Banking Enquiry Committees, it can be ruled out for 
certain well-known objections against it First of all, 
the burden of eatablisbroent of such institutions will 
fall on the tax-payers who will Certainly resent it 
Next, if the Governments have got funds to take up 
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this task, there are many others, which being more 
important, must precede it Thirdly, it is not reason- 
able that state aided institutaons should be allowed to 
compete with private enterprise But there is a case 
for their establishment for the purpose of undertaking 
the financing of several public utility industries. 
Already the need for such an institution has been felt 
in ^orae provinces In Madras, the hydro electric under- 
takings, power supply schemes and the irrigation works 
were all financed by Government but the machinery 
for financing the schemes was ill organized Same was 
the case in the Punjab also These public utility under 
takings have one thing jn common, namely, that the 
capital invested therein takes sometime before yielding 
retu^n^ and, therefore, the ordinary methods of company 
financing are not suitable They, however, afford a very 
valuable means of drawing capital from the investors 
provided a suitable financial machinery is devi«ed The 
starting of a public industrial corporation for the purpose 
of financing all semi monopolistio industries will be not only 
desirable but necessary, if financing is to be done efficiently 
The 'foreign experts who came to assist the Banking Com 
mittee al«o held tbe same view There was, no doubt, 
eonie difference in the earhei stages on tbe character 
of such institutions, but this was later on reconciled As 
opposed to the Central and siiofthe Provincial Banking 
Committees, they favoured in the beginning an all India 
institution The same opinion was also held by Mr Subhe 
dar and some witnesses before the committee In fact, 
there were weighty arguments advanced by both the sides 
Tbo«e m favour of provincial industrial corporations are 
as follows — 

U) Industry being a provincial subject, any scheme 
to promote it must bh shaped and controlled bjr provincial 
governments 

(2) The financing of provincial corporations by their 
respective provincial governments will be easier than that 
■of an alMndia institution by the Central Government 

IT 
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(3) It will be easier for the provincial corporations 
to raise capital by appealing to the provincial patriotism 
than for an all India institution 

(4) Provincial institutions are better fitted to under 
stand the needs of the industries of their own provinces 
than an all India institution to understand the needs of the 
industries in different provinces 

(5) As a corollary to clause (4) provincial institutions 
shall have technical experts concerning the industries of 
their own province, and will be able to employ them for 
whole time, while an all India institution shall need tech 
nical experts concerning industries spread over the whole 
country and shall not be able to employ them for the whole 
time In fact, concentration will not be possible in the 
latter case 

The arguments of those favouring the establish 
menV of an all India corporation were as follows — 

(1) The financial position of the provincial govern 
menta does not warrant them to take up the task On the 
other hand tne Central Government is better fitted to do 
so In case of its failure to provide all the assistance itself, 
apart of the burden may be distributed among the provincial 
governments on an equitable basis 

(2) The issues of an all India concern assisted by the 
Central Oovernment will inspire a better confidence 
in the public and hence alt the shares and debentures 
floated by it will be easily subscribed Such issues will 
al«o find market in foreign countries, if necessary An 
all India institution will be able to select directors from 
all over the country, and this will surely lead to an efficient 
working 

(3) The funds of an all India concern will be distn- 
buted over a variety of industries and a very wide area, and 
hence it will be to pass through a difficult period of 
economic depression without any considerable risk 

(4) An all India concern shall have a greater voice 
in the enactment of laws affecting trade and industries m 
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he country. It shall be able to throw a greater weight 
Dn the policies of the Government regarding tariffs, 
railway rates and purchase of stores, alt these being cen- 
tral subjects 

(5) The staff of a central institution drawn from all 
over the country shall have a wider knowledge and better 
understanding capabilities The industries of one province 
shall be able to take advantage of the experience obtamed 
m other provinces. An all-India institution shall be able 
to have wider information It will also bo able to draw on 
the experiences of the foreigner^ 

(6) There are m this country at this stage vast re- 
sources which have so far been lying unexploited, but all 
of them cannot he taken up at once An all-India concern 
shall bo able to select the most prominent projects in the 
beginning and postpone the |e«s prominent for the future. 

But in the end unanimity was obtained on this point, 
and both the sides being impressed by the arguments of each 
other, decided to have provincial industrial corporations 
with a central association to <afeguaTd and promote the 
common interests The functions of the latter were laid 
down as follows 

(1) Assistance to the provincial corporations to secure 
subi-criptions from the public for their shares and deben- 
tures 

12) Co-ordination of their activities and checking of 
any tendency on their part to give preference to certain in- 
dustries over others 

(3) Laying down of certain general principles for their 
guidance 

(4) Securing for them concessions from the Central 
Government 

SDGQESTION'S FOB POPULABISINO THE INVESTMENT B\ 

THE PDBUC IN THE SHARES AND DEBENTURES 
OF INDUSTRIAL CONCERNS 

( 1) A number of companies were floated during the 
boom period. TTieir failure, when depre«sion« set in, led 
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the people, to lose confidence in this form of investment 
They prefer to invest Iheir savings in loans to neighbours, 
landed property or Ooveument, Municipal or Port Trust 
securities In case, the existing banks or those proposed 
to be floated, begin to examine the schemes before a new 
concern IS floated, thero is every likelihood of a reduction 
in their failure, and this will surely inspire a bettor con 
ifidence in the public 

(2) Some witnesses before the Central Committee 
mentioned that the reluctance of the people to invest in 
industrial issues la also due to the public belief that the 
industrial policy in this country is not determined by a 
government responsible to the people A change in the 
attitude is sure to improve matters 

(3) The reluctance of the people and specially those 
residing in rural area® and amah towns is also due to the 
absence of agencies capable of bringing them into touch 
with such secunties A larger advertisement and propa. 
ganda may prove very useful 

(4) Most of the people are uneducated and do not 
understand the methods of modern finance Mass education 
and training will go a long way to meet this situation 

(5) There are no organi«attoDS to facilitate the pur> 
chase and ®a)e of industrial securities with the exception 
of a few and tho«e too only in important towns introdmr 
tion of the firms of reliable share brokers is a real neces- 
sity felt by genuine investors 

(6) Stamp duty on the transfer of certain kinds of 
i^es IS exborbitsntly heavy , its reduction is very 
necessary 

17) It becomes usually very difficult for the holders 
of ®inafl number of shares to unload them in case of 
emergency Dealings id small units should be encouraged. 

(8) No institution is ready to lend freely on the 
security of industrial scrips Our banks also give pre- 
ference to Government securities In recent years some 
change has.however, been brought about 10 their attitude 
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(9) Since 1920 the GoTernment of India has been, 
like the Governments of other countries in their respective 
markets, a serious rival of the industrial concerns in 
the Indian capital market It should in fact, attract 
investment at very low rates of interest m Older to coun 
ter balance the safety it affords 

bOOOEcjTIOSS Fon IMPROVING THE FINANCE OF 
COTTAGE iNDUaTRIES 

Cottage industries also require flnancu and at present 
they are the monopoly of the rapacious and short sighted 
money lenders and indigenous bankers Their ^mall size 
and scatteredness is bound to be an unpedimeht for all 
times to come, to draw the attention of the banks and big 
financiers, possessing enlightenment and vision But these 
features make them fitted for the application of co<opera 
tion and various committees have expressed this opinion 
mor** than once Such industries thrive in Germany and 
Japan with the help of co operation, and there is no reason 
why they should not do so hero m India But, for this 
.purpose, CO operation should not bo introduced only In the 
STrealni of credit Just as in agriculture, it must be intro* 
irluced here also in other realms as well The need for 
CO operative organisation of artisans, craftsmen and other 
small scale producers against the growing power of large 
scale machine industry Is onlv too apparent. 

Though the Co operative Societies Act of 1994 pertniU 
ted the organisation of urbao societies, it was not before 
the lap -0 of a considerable time that they were really 
staited As has already been observed, the«o societies 
differ a good deal from those of the agriculturists in 
the matters of their constitution and working Urban 
CO operative societies are,* however, of various kinds, e q , 
employees societies, consumers cooperative store®, artisans’ 
and weavers societies, milk unions and societies, insurance 
•■ocietiea, housing societies, students stores, etc But we 
are concerned here with only artisans ond weavers societies 
The word artisans includes all industrialists carrying on 
the work of production under what is known as the small 
scale system of production but so much importance has 
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been given only to the weavers as weaving industry is in 
fact the most important industry which is being carried on 
m India under this system At end of the year t<=39 40 
there were 39 weavers societies in Bombay, 191 in Madras 
and more than 350 in the Punjab Statistics of such 
societies in other provinces are not available but it is 
certain that there are at least some in each province 
Besides, there are many other societies formed by the arti 
sans other than the weavers No statistics are availabie 
regarding them They have also been given a considerable 
fillip because of the increasing success of the cottage Indus 
tries due to war conditions No doubt, the existing arti 
sans societies are mainly credit-supplying societies, yet 
they can do a lot by taking up the questions of the purchase 
of raw materials, sale of the manufactured articles and 
provision of better tools and implements At present the 
money lenders carry on all tbe«e duties In all the impor 
tant towns there are some industries carried on under 
small scale, and there are also the money lenders cum 
traders in these places who provide them with raw materials 
and purchase the whole produce at a very low cost to be 
aold by them at very high prices In case these functions 
are taken up by the co operative societies, there is bound 
to be brought about a good deal of improvement in the 
conditions of the artisans The «ooDer the step is taken 
the better it wiU be 

Industry is a provincial subject and various provincial 
Governments have been doing under tbeir limited spheres 
what they could for their development Some of them 
have been rendering financial a'=5islance to various indus 
tries of which the small scale industries for man important 
part under State Aid to Industries Acts and Industrial Loans 
Acts This assistance takes the torn} of loans at low rates 
of interest supply of machiDery on the hire pur 
chase system grant of land or other Government pro 
perty, etc "niey also carry on propaganda demonstrations 
and provide for technical assistance But from the reports 
published so far, it appears that the success has not been 
attained up till Dow to any considerable extent The 
finance provided under them has been very small, and it 
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becomes really difficult for a genuine industrialist to obtain 
it A part of the loan tbu** advanced has also had to be 
written off, and the recovery of a very considerable portion 
is doubtful In fact. Government agency cannot success- 
fully tackle this problem If it wishes to take up the 
question of finance it must take it up only through co- 
operative societies or provincial co operative banks pro 
posed to be started The latter can really be of much help 
to cottage industries But the Government can help the 
Industries whether organised on a large scale or a small 
scale in various other ways Its store purchase policy 
alone can do a lot 

CONCLUSIONS 

In fact, no positive conclusions can be arrived at with 
regard to the industrial finance There is a need of an aU 
round development in the country More of the purely 
industrial banks should be started and they should work 
on the lines which must be chalked out after taking into 
consideration the experience gained so far The Imperial 
Bank of India, and other commercial banks specially 
which are sufficiently strong must combine industrial 
banking with commercial banking on the lines of the 
mixed Continental system of banking Further, if neces- 
sary, provincial industrial corporations may also be started 
for the financing of public utility concerns As far as the 
direct financing by the state is concerned, it will do well to 
confine its aotivities only to the rendering of assistance 
to the industries in other ways than financial Industrial 
banks, or commercial banks or provincial industrial corpora- 
tions can bo helpful only during the intervening period 
between the (stablisbment of a concern and its coming up 
to a standard The ultimate burden is under all circum 
stances to be borne by tbe individual investor'>, and this 
can be only done by popularising their investments in the 
issues of the industrial ooncem* Imperial Bank and 
other commercial banks shall have however, to boar the 
burden of financing the short-term seeds of the industries 
The establishment of co operative societies will be of great 
benefit to cottage industries In fact their salvation lies 
m them. 
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TEST QUESTiONS 


I \^hataie the financiat needs of the indusities? Point out the 
relative Importance of each discussing the various factors upon which 
their respective amount depends 

2. V^hat agencies finance the long term needs of the Industries 
in this country? Discuss In this cOftnccfiOfl the merits and demerits o( 
each Vi/hat part have the Indian Industrial banks played so far with 
regard to it 7 

3 V^hat are the ways in which Impcfial Bank and commercial 
banks finance Indian industries? Give your suggestions to make them 
more useful 

4 What IS your opinion with regard to the establishment of the 
Provincial Industrial Corporations ? V ndicate In this connection the need 
of an all India institution 

5 What measures should be adopted to popularise Investment by 
the public in shares and debeatuies of industrial companies 7 Why have 
they rot been popular so tar in India ? 

d What in your opinion should be the lines on which Industrial 
banks should work in this country ? Are you in lavour of their establish 
inert ? 

7 ^hat provisions have been piovided In the Indian Companies 
Amendment Act 193d with regard to limiting the power of the managing 
agents ? Do you think that (heir services ate stiH needed In thli country i 

g What are the defects from which the financing of cottage 
industries suffers 7 Give your suggestions to improve it 

9 What pan do the various pcovlncial governments play in the 
financing of industries? How do you think (hey can prove to be more 
usetui to them ? 

10 Set out a well planned Scheme lor the linancing of Indian Indus 
tries Discuss In this connection the steps taken so far 


CHAPTER AVI 
COMMERCIAL BANKS 

Truly epeaking, tinder this heading should be includ- 
ed the Indian joint stock banks, the Iinpenal Bank of India, 
aud the foreign banks, as all of them carry on commercial 
banking functions But for the sake of conrenience, we 
shall deal only with the Indian joint stock bank<i here , 
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tlio Imperial Bank of India and tho foreign banks shall be 
taken up in subsequent chapter* It ifiU, however, include 
the existing industrial banks Thev carry on, in fact, 
commercial banking functions as well side by side with 
whatever iDdu''tnal banking function* they perfoim They 
have been just like other Indian joint stock banks formed 
under the Indian Companies Act A historical review of 
commercial banks having been already made in Chapter I, 
we shall discuss her© only their present position and 
working operations 

OBOATJISATIOV 

An Indian joint stock bank is required to be registered 
under the Indian Companies Act Until the beginning 
of 19J7, it was governed by it* general regulations 
with tho exception that m a few matters a distinction had 
been made between a banking oompanv and others These 
related to — 

i) the maxunuio number of partner* in a partner* 
ship which could not exceed ten in the case of a banking 
concerQi though it could be twenty in the case of others 

(>i) the compulsory filing of a list of all its places 
of busmens by a banking company with the registrar, 

Im) the compuHorily l^upplymg him periodically by 
A hanking company with its balance sheet drawn up in a 
certain form in which secure I and unsecured debts were 
required to bo shown separately (there was, however, no 
necessity of disclosing in it tho provision made for bad and 
doubtful debts) 

(il) tho oxainination of its position by the provincial 
government concerned through one or more inspector* 
on the application of members holding not less than ^ of 
its issued shares the proportion being lo m the cas© of 
others 

Tlie general opinion m the country was that this 
was not sufficient for the regulation of banking and had 
left many banking institutions altogether free from it 
The Central Banking Enquiry Committee was in favour 
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of a «pecial Bank Act The foreign eicperts, on the other 
handt recommended only certain modihoationa and addi* 
tions The Government of Indio, agreeing with the latter, 
introduced the following m the Indian Companies Amend- 
ment Act, 1936 — 

U) A definition* of a banking company Thi'. i'-, 
however, not very satisfactory It was mentioned on 
pMe 4 and has been pointed out by the authorities of the 
Reserve Bank of India, that there are a large number of 
the non scheduled banks operating in British India which 
claim that they are not banks and do not submit the pres 
cTibed cash reserve returns 

(2) A restriction on tho registration of a banking 
company if it does not limit in its memorandum its objects 
to the carrying on of the business of accepting deposits of 
money along with some or all the forms of business 
specified lu the definition Those already registered on 
the dote bf the commencement of the Act ai d doing any 
business not included in it were asked to give it up nithin 
a period of two years after it 

(3) A restriction on the management of a banking 
eompanv by a managing agent other than a banking com 
pany after two years of the date of the commencement of 
the Act 

(41 A restriction on the commencement of busmen's 
by a banking company registered under the Act without 
the allotment of shares sufficient to yield ot least Rs 50 OOO 
as working capital and without filing with the registrar a 
declaration signed by its directors and manager to the effect 
that this amount has been received 

(5) A restriction on a banking eompanv to create 
any charge on Us unpaid capitak 

(6) An obligation on every banking company, except 
a scheduled bank of the Reserve Bank, to maintain a re- 
serve fund from the commencement of the Act and to 
transfer to it not less than SO per cent of its annual pro 
fits before any dividend is declared until the reserve fund 

1 Please consult Appendix A ■ 
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IS equal to the paid up capital It is also required to 
be invested in Government or Trust securities or deposited 
in a special account opened in a scheduled bank of the 
Reserve Bank The latter provision was to be applied to 
a banking company already in existence after two years of 
the date of the commencement of the Act 

(7) An obligation on every banking company other 
than a scheduled bank of the Reserve Bank of India to 
maintain a cash reserve of at least and 5 per cent of 
its time and demand liabilities and file with the registrar 
every month a statement of the liabilities and cash 
reserve held on Friday of each week of the preceding 
month In case of a default of this provision, every direc- 
tor or officer of the bank who is knowingly a party to the 
default IS made liable to a fine for every day during which 
the default continues 

^ (8) A restriction on a banking company to form, or 

hold share's in, any subsidiary company except a subsidiary 
company formed of its own, for the purposes set forth m 
the definition 

(9) The power of a court of law on the application 
of a banking company, temporarily unable to meet its 
obligations, accompani^ by a report of the registrar on 
its financial condition, to pass an order staying the com 
mencenient or continuance of all proceedings against it on 
such conditions as it may think fit and to extend it from 
tune to time or to grant interim relief, even if the applica 
tion IS not accompanied by a report of the registrar 

(10) A restriction on the appointment of persons 
indebted to a company whether banking or otherwise as 
auditors, or on the continuance of persons becoming in 
debted to it after their appointment as such Further, the 
auditors have been authorised to attend its general meet* 
ing to which accounts examined by them are submitted, 
and to make any statement that they may desire with 
respect to the accounts If any auditor s report is made 
which does not comply with the requirements of the Act, 
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every auditor, who is knowingly a party to the default, 
has been made punishable with a fine up to Rs loO. 

( U) An obligation on a company whether banking or 
otherwise to keep an index of the names of its shareholders, 
and attach it to the register thereof 

(12) A provision for greater details in the form Fm 
which every company whether banking or otherwise has 
to supply its balance sheet to its members and the regis* 
trar The mode of valuation of the investments, vts., 
cost or market value has al<o to be stated A copy of the 
statement of its financial position m form G, together with 
a copy of Its last audited balance sheet in the form F has 
al«o to be displayed in its office Finally, companies incor- 
porated outside British India but having an office m it have 
al«o to display copies of their respective statements m 
form H 

U3) An obligation on the directors of a company wh^ 
tber banking or otherwise to send notice of refusal to the 
frans/eror sad the trsasUrss wftb}a J aantbs after tbe 
lodging of such a transfer, should it be refused by them 

Such bank* have been divided into four classes, 
VIZ , (t) those having a paid up capital and reserve of Rs 5 
lakhs and over, (ul those having a paid up capital and 
reserve between Rs L lakh and Rs b lakhs, Uu) those 
having a paid up capital and te'^erve between Ra o0,000 
and Rs 1 lakh, and (tv) tho*e having a paid up capital and 
reserve of less than Rs IU),000 

The first group consists of (») scheduled banks and 
(&) non scheduled banks The number of the former at the 
end of 1943 was 77 (lucluding Imperial Bank), and that 
of the latter 17 Section 42 (6) of the Reserve Bank of 
India Act provides that “the Central Government shall, 
by notification in the Gazette of India, direct the in- 
elusion m the second schedule, of any bank not already 
so included which carries on the business of hanking m 
British India and which (a) has a paid up capital and 
reserve of an aggregate value of not less than o lakhs 
of rupees, and (6) is a company as defined m clause (2) of 
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section 2 of the Indian Companies Act, 1913, or a corpora 
tion or a company jncoiporated by or under any law jn 
force m any place outside British India, and shall by a like 
notification direct the exclusion from that schedule of anv 
scheduled bank the aggregate value of whose paid up 
capital and reserve becomes at any time less than five lakhs 
of rupees, or which goes into liquidation or otherwise 
ceases to carry on banking btsiness Prior to May 1S40, 
banks were included in the second exclusion mainly on the 
strength of their audited balance sheet or statement of 
auditors showing their paid up capital and reserve at Rs 5 
lakhs or over In view of certain difficulties experienced 
by Government in including bants in the schedule, they 
ruled that the words ‘aggregate value of paid up capital 
and reserve occurring in the above section of the Act 
•should be interpreted to mean the real or the exchangeable 
value of the paid up capital and reserve and not the boot 
value as shovN n in the balance «heet In pursuance of this 
decision a nou proc dure for me usiun of banks was drawn 
up under \%hicb the Reserve Bank agreed to cooperate 
with Government in evaluating the paid up capital end 
reserve and al*o in inspecting the books of the applicant 
bank if deemed desirable ^ The banks included m(o) are 
such bank* and they have certain obligations to fulfil and 
privileges to receive id this capacity The banks includ^ 
In (6) are, however, such a* have not been included in the 
list of the scheduled banks due to one or the other reason 
Some have been registered and work only in Indian States 
They cannot be included in the second schedule because 
they have no branches in Bntf^b India 

The second and third groups consist of non scheduled 
banks The number of each one of them at the end of IdtO 
was 132 and 121 respectively ^ 

The fourth group consists of those which had been 
established with a capital and re''erve of less than Rs 50,000 
before the commencement of the Indian Companies Amend 
nient Act, 19JG At the end of the year I9J9, their number 
was 680 


2 Fren Sta( <( cal Table* rdaCIng to Bseks h India and Burma 
(or O e yeari 1939-10. 
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PR58ENT POSITIOIT 

As regards the number of the offices of each group 
of banks, the following information is available from the 
Statistical Tables relating to banks iti India and Burma 


for the years 1939 40 


I 

Group 

{ai Scheduled Banks (exetud 



mg Imperial Bank) 

8a7 (1467 in 1943) 


(b) Non Scheduled Banks 

90 

II 

Group 

441 

III 

Group 

217 

IV 

Group 

680 Approximately 


All these offices at© spread over 900 places appro- 
siniately Besides, there are 100 places more where there 
!« an office of onlp the Imperial Bank of India The num- 
ber of the towns with a population of 5,000 or over being 
about 2,i00 it ma 7 be supposed that about 40 per cent of 
them have got banking facilities Their distribution over 
different provinces u also not uniform The Punjab, 
United Provinces, Bihar. Bengal, Madras and Bombay have 
got a considerable number of these amongst them Native 
state banks confine to native states, and British Indian 
banks to British India Out of the Big Seven the Bank of 
Baioda, and the Mysore Bank are most active within the 
territories of their respective states , the Indian Bank in 
South India, the Bank of India in Bombay province , the 
Punjab National Bank and the Allahabad Bank in the Pun- 
jab, U P, Bihar and Bengal Provinces Only the Central 
Bank of India is active everywhere It has been the most 
aggressive after 11*30 The tendency for the banks in 
this country has been towards more intense exploitation 
of existing areas rather than towards extension to virgin 
faelds In the beginning, they concentrated in the five big 
up country centres of trade and commerce, ifz, Lahore, 
Delhi, Amritsar Lucknow and Cawnpore and the four big 
ports of India, vtz , Bombay, Oatcutta, Madras and Ran 
goon In 1940, Amritsar bad 14 offices, Bombay 69, Cal- 
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cutta 142, Cawnpore JJ, Delhi 28 Lahore 31, Lucknow 13, 
Madras Gl, and Rangoon 23 These include, of course, those 
of the imperial Bank and foreign banks as well Besides 
these, amongst other towns having a very large number 
of branches may be mentioned Bangalore with 17 Calicut 
with 15, Chittagong with 24 Coimbatore with 46 Dacca 
with 2i, Karachi with 20, Mangalore with 23 Salem with 
18, Shillong with 19 and 'ftichinopoly with 20 

The following table shows capital, reserves, deposits, 
cash balances and other particulars relating to the four 
groups of joint stock banks in a consolidated form as at 
the end of the year 1940 — 

IN THOUSANDS OF RUPEES 


Croup 

Paid up 
capital ' 

Reserves i 

Deposits 

1 

1 1 

Cashba 
lances | 

1 

Bills discounted 
and loans and 
advances 

1 Is 
ill 

III 


1 7776S 

4 S9 14 

106 10 03 

1 2503 43 

48 94 61 

1 43.44 86 

* 

' rstso 

67 24 1 

7 88 37 1 

1 * 1 

5 49 24 1 

2 74 97 

" 1 

167 42 

76 44 ! 

II 03 96 1 

' 2 24 47 

814 05 ' 

' 20331 

III 

65 42 

1 18,54 

2 85 81 1 

58 72 1 

2 53 69 

43 62 

" i 

61^ 

14 27 

1 2 63 23 

33 C3 

2 66 <.6 

22 62 


From tho above an idea of their importance to the 
country can bo easily formed I hoy have surely begun to 
play a significant part in Us Snancial structure. 

OPERATIONS 

Their operations consist of attracting deposits, cur* 
rent hied and saving** financing trade by giving sbort- 
3 These R^ures ate (or 1939 IMORvvres bein^ not ava (able 
The amounts have subsuntiatly Inacased during recent years 
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term advances against easily realisable securities, opening 
cash credits, discounting bills and bundis, providing remit 
tance facilities and rendering other services to the people 
We already know of the part played by them in connection 
with the financing of agriculture and industry It is very 
negligible In a subsequent chapter, we shall also look to 
the part played by them in financing foreign trade, though 
it may be mentioned here that they do not take up this busi 
ness to a very great extent Whatever part they play in this 
connection is confined only the movement of goods from 
ports to the consuming centres and from mandts to port'i} 
Tbeir share in this part of the business also has, however, 
been going down in recent years due to the opening of 
their branches in the inland towns by the foreign banks 
or to the establishment of their connection with a few of 
tbetn, specially those managed by Europeans 

Taking deposit business first, it may be said thit 
it has been steadilv growing and specially in recent 
years Th« figures forsmsIJer banks prior to being 
not available, the aggregate amounts of the deposits of all 
these banks cannot be given here for the purpose of com 
panson We have, however, got the figures for the banks 
having a capital and reserve of Bs I lakh and over and 
those will give us an idea of the progress made since 1920 
On S 1st of December of this year, the aggregate amount 
of the deposits of such banks was Bs ?,3l7 lakhs in 1928, 
It was 6,635 lakhs in 1930 it was Hs 6,765 lakhs , in 
1931, It was Bs 6,619 iakhs in 1932, itwas Rs 7,687 lakhs , 
in 1934 Itwas Rs 8,188 lakhs . in 1036, it was Bs 10,361 
lakhs in 1939, it was Rs 11,001 lakhs If we acid to the 
last figure that for the smaller banke, it comes to Bs 11,562 
lakhs Since then, it has been increasing diie to war 
conditions * 

As in most cases, the amounts of the various deposits 
are not given separately, no idea can he formed of the 
distribution of the total amount between them There is, 


ft Since Sept I deposits ol SclieJuled Bank* alone have risen 
by Rs ftj IJO lakhs» 
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however, some information regarding the demand and 
time deposits of the Big Five of the joint stock banks and 
for a few years, of the scheduled banks in which the former 
are, of couTaO included This reveals that the ratio of the 
former was 13 1 to 86 2 m 1911 348 to 65 2 in 19 Q 33 4 
to 6G 6 in 1926 . 35 0 to 65 0 in 19*9 and 49 1 to oO 9 m 1935 
and of the latter 54 6 to 43 4 in 193(j 54 8 to 43 m 1938 
571 to 42 9 in 1940 and 76 2 to 23 8 It is a proof of the 
rising tendency of the demand deposits over time deposits 
and would have ordinarily reflected a development of the 
banking habit in the country But, under the presant 
circumstances Jt 3S indicative merely of the sniallnes of 
time deposits Several causes have been at work, to dimi 
nish the volume of fixed deposits in this country 

First of all, since 1920 post office savings bank 
accounts and cash certificates have become increasingly 
popular 1 he figures of the former for 1920 end i939 were 
Rs 2 134 lakhs and Rs 8 444 lakhs respectively and of the 
latter for 1920 and 1936 were Rs 57o lakhs andRs6oJ8 
fakfis respecfivefy Since thpy have been fa/lingof course 
This Was not only due to tbe confidence which post offices 
inspire in a country like India but also due to the course 
of interest rates offered by them 

Next life insurance and various kinds of government 
•ecunties and stocks and debentures of industrial com 
panics also show the same tendency ‘Funds which used 
to appear formerly as fixed deposits, now pause for a while 
as current deposits on their way to absorption m perma 
nent investment* 

Interest rates® offered on all sorts of deposits 
have al«o got a good deal of effect on their distribution 
But no separate records for rates paid on fixed and current 
depo-tits are available in India except those for the Central 
Bank of India There arc however, records available of 
the average rate paid on both types of deposits taken 
together for almost all the banks Usually no interest 
ought to be paid on current deposits, and this is the practice 

S For (hli portion ih« Bothor has relied ma niy upon JlTodfr* 
tn liiJia — Sluranjan 
18 
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which prevails in most of the other countries. We know 
that ' demand deposits are sought by the publio more as a 
financial convenience than as proBtable investment, and as 
such their aggregate voIuidb is little responsive to offer of 
interest rate^. The effect of these payments on bank, 
mg policies IS generally undesirable The necessity 
of earning interest puts tonVs under constant pressure to 
make investments of some kind or another, ev^n m times 
of slack trade and limited outlets This is responsible for 
their failure But m India, foreign banks offer some in- 
terest on demand deposits The Unpanal Bank does not 
do so Of the joint stock banks, barring a few, almost 
all offer some interest on this kind of deposit This 
IS surelv because they know that they cannot hold their 
ground without it in view of the pre'.tige, power and size 
of the foreign tenks and the Imperial Bank of India ‘TiU 
19 11, the Central Bank paid on demand deposits an average 
rate which varied between 2‘iil to , e3 per cent In recent 
years it ha®, however, been lowered Rates on fixed 
deposits, no doubt, partake a different character altoge- 
ther According a® tbeir level i> high or low, the volume 
of fixed deposits fiucluates in a very sensitive manner 
Sven as between fixed and current deposit®, there is a 
mimmum level below which the return on fixed deposits Is 
felt hardly tp compensate for the loss of availability, and 
conversion into current deposits is preferred to a certain, 
extent In recent year®, this has been the case in 
India, and the re«ult has been, as has already been 
ol^erved, the conversion of fixed deposits into current 
deposits 

The low rate® of interest on both current and 
fixed deposits have al®o resulted m the drying up of the 
channels of savings Thi-, is certainly bad, and the remedy 
lie®, as will bo seen later on. In liberalt®ing of the loaning 
policy of the joint stock bank® At present they insist 
on having collateral ®ecanttes, and these being not avail- 
able they are strict m granting loan® The ultimate result 
of this has been a surplus of funds with them, and hence 
their apathy towards promoting investment habits in the 
country. 
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As regards the finanoing of trade, it may be said that 
it takes various forms. As between long term and short 
term loans, the rate of interest on the latter being very 
attractive at present, and the characteristics of their liabi* 
lilies being mostly short term, tha commercial banks prefer 
it From amongst these taking the loans and advances 
first, thoir proportion to total liabilities does not appear 
to be so high in this country os in several others The 
samo IS given in the following table for some of the im- 
portant banks for three continuous years in order to give 
an idea of it 

PERCENTAGE OF LOANS AND ADVANCES TO 
TOTAL LIABILITIES 



As per B/S , 

prepared I 
m 1938 1 

As per B/S 

prepared 
m 1939 

As per B/S 
prepared 
in 1940 

Imperial Bank of 
India 

i 

35 

41 

26 

Bank, of India 

41 

45 

30 

1 

Central Bank of 
India 

34 

35 

31 

Allahabad Bank 

46 

42 

51 

Punjab National 
Bank 

50 

52 

38 

Bank of Baroda 

3r> 

42 

39 


From tbe above nothing can be, truly speaking 
said % cry definitely. In the case of some of the banks the 
percentage is higher than in the ease of other*. There is 
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also a very wide difference between the percentages in one 
year and the other They are sufficiently elastic and may be 
taken to be capable of lespondmg to the needs of the trade 
These loans and advances include those for agriculture and 
industries as well however insignificant their amount may 
he, and hence we ate unaUe to form an exact idea of the 
extent of their assistance to trade generally. 


We must also look to the forms these loan® and 
advances usually take Cheque habit not being very 
popular in this country jt may be said that the amount of 
cash loans is very considerable The securities geneTahy 
offered for this purpose consist of land and buildings, 
ornaments, bullion and government papers There is 
a decreasing tendency amongst the banks to agree to 
the granting of such loans As far as possible, they try to 
persuade the borrower first of all to open a current account 
with them and then sanction an overdraft to a limited 
extent In most cases the margin kept is not less then 
30 pet cent Granting of loans jn the form of cash credit 
IS, bon ever, the oio^t important of tbc<e. because oMhe 
obvious reasons that it is beneficial both to the bankers 
and borrower* The former, as we know, can at any time 
cease to aivance money on it, while the latter is required 
to pay interest only on the amount actually standing 
against his debit at the end of each day The basis for 
such credi s is usually the trading stock of the borrower, 
which may be kept m his own godown or in that of the 
banker In the former cose, the banker puts his own looks 
and signboard and in the latter he charges godown rent 
In both cases they must be insured, and the premia, there- 
fore naturally falls upon the borrower t,oan$ against 
the borrowers personal security are very rare, and when- 
ever they are granted, a two named paper is, without any 
exception becured 


Coming to the di'couuting operation®, it hiay be said 
that they are not very popular here The following table 
will give an idea of the same 
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PERCEHTAOE OF BILLS DISCOUNTED TO 
TOTAL LIABILITIES 


i 

1 1 

1 As per B/8 As per B/S 

I prepared prepared 

in 1938 m 1939 

As per B/S 
prepared 
in 1940 

Imperial Bank^of 



India 

6 66 

35 

Bank of India 

13 1 31 

5 

Centra] Bunk 

4 1 1 5 

4 

Allahabad Bank 

r2 j 1 3 

2 1 

Punjab National ! 
Bmk 1 



Bank of Baroda j 

» 1 16 

6 


IhUisvery discouraging and efforts must be made 
to improve tbe matters, as wo know that this form of 
inv6«tment is the best from the banker s point of view . 


Finally, we bare to take up the investment in 
government and other aecunties The figure available 
also includes the fixed deposits of one bank with the other, 
and hence nothing can be «aid very definitely with regard 
to It. But an approximate idea can be formed from the 
following table ~ 
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PEROENTAOE OF INVESTMENTS IN GOVERNMENT AND 
OTHER SEOURITIES AND FIXED DEPOSITS WITH 
BANKS TO TOTAL LIABILITIES 



Aa per B/S 
‘ prepared 

1 m 1938 

As per B/S 
prepared 
in 1939 

As per B/S 
prepared 
in 1940 

Imperial Bank of 
India 

47 ! 

39 

45 

Bank of India 

1 42 

34i., 

44 

Central Bank 

1 43 

35 

35 

Allahabad Bank 

1 35 

39 

« 

Punjab Kational 
Bank 

22 

25 

37 

Bank of Baroda 

42 

38 

40 


A high percentage of investment in Government 
securities is desirable from the point of view of reahsabtlitF 
at any time but is not so from the point of view of 
helping the trade The higher is the percentage of loans 
and advonces and bills discounted, the better it is 

Indian joint stock banks also provide remittance 
facilities and render other services to the public As far 
as the provision of the remittance facilities is concerned, 
the rates charged for it are very high specially where there 
16 no competition amongst the banks, and they should be 
lowered 

SCOPE FOR EXPANSION 

There is, no doubt, much scope for the expansion of 
commercial banks It baa already been observed that only 




COMMERCIAL BANKS 


279 


40 per cent of the towns have got one or more branches of 
the Imperial Bank and other commercial banks and that 
their distribution over different provinces is al«o not uni 
form This IS not very satisfactory No doubt, in other 
places there are indigenous bankers But, we have already 
seen that their activities suffer from serious defects 
Efforts must be made to remedy them, but side by side, 
expansion of commercial banks must also go on Tbeir 
number and offices have m recent years surely increased 
considerably but this is not enough. When opening 
new branches, they must keep it in mind that tbej would 
do better Iwth for themselves and their countrymen if they 
extend their activities to virgin fields rather than exploit 
the existing area® The deposits with these banks have 
been steadily rising and they will probably go on doing 
So provided this policy is followed The advantages of 
and the expectation from the establishment of these banks 
15 that they will develop the deposit habit which has 
always been lacking in this country Even if it }« true 
that apart from otnam‘-nU, there is not inu''h boarded 
wealth in this countrv, it may be said that the very dove 
lopment of the habit of use of cheques and deposits by 
the people will go a long way to improve the matters 
These will successfully lead to the development of credit 
facilities, specially during tho busy spason 

DIIFICDITIES AND DEFFCTS 

\ 

Indian Ixinks suffer from various difficulties and 
defects ,Th».e mu't be removed in order to bring about 
tbeir progress 

(1) Thej are not patronised br the Government and 
its officials They keep accounts mostly with Impcnal 
Bank and foreign banks Semi government institutions 
Are also required to maintain their accounts with tbe 
Imperial Bank in many cases The Government of the 
country should patronise only Indian lants, and all of 
them — not onlv the Imperial Bank 
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(2) They have to face the competition of the foreign 
banks in important places, and thus suffer losses instead 
of making any profits It is only In small towns that 
their business is at all lucrative The recent tendency 
has been for the branches m big towns to open pay offices 
in small towns with a view to compensate their losses in 
the former by making gams in Che latter 

(i) Most of the industries and a large part of trade, 
specially foreign trade, is controlled by non-Indians who 
naturally prefer to deal with banks of their respective 
countries working in India 

(4) Even Indian traders and husineasmen are found 
to be maintaining their accounts with foreign hanks This 
IS due to the Jack of patriotic feelings In other countries 
such sentiments play a very important part 

(5) There is the competutoo of the Imperial Eank with 
its privileged position, formerly as the premier bank of the 
country and at present as an agent of the Beserve Bank 
of India ' 

(6) There IS also a lack of confidence in these banka 
due to their repeated failures 

(7) There is the difficulty of the realisation of their 
money by the banks because of certain legal hindrances 
There are some succession laws which give a right of the 
transference of property to even distant relations, and the 
bankers very often find that a part of the security accepted 
against a loan is to be shared by a person other than their 
debtor 

18) Equitable mortgages— mere deposit of documents 
without any mortgage deeds or registration— are valid 
only in a limited number of places They form the most 
convenient type of security both for the debtors to 
offer and the bankers to accept, and in their absence 
a good deal of inconvenience is experienced and business 
hampered 

(9) There being a scarcity of bills and the absence of 
bank acceptances, bankers are compelled to invest a rela> 
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Uvely large proportion of their funds in giit-edged securi- 
ties This IS not desirable They can justify their exist- 
ence only by helping trade and not bj helping the Govern- 
ment in raising loans 

(10) Hero banks are required to show their secured 
and un-secured loans separately in their balance ‘sheets. 
Further, there are no in->titutions in this country like the 
Ceyds of England and Duns and Bradstreets of America 
for supplying the banks with information regarding the 
financial status of the borrowers These and other causes 
are responsible for their not granting clean advances 
which play an important part m the banking s> stems of 
the Western countries 

(11) All banks conduct their business m English Only 
a few recognise cheques and signatures in Indian langu- 
agis The proportion of tho Indians knowing English 
being small, this acta as a great drawback m the develop 
mint of banking habit in tho country 

(12) Indian banks have been niodellid on the lines of 

English banks Many of them hav© adopted an expensive 
sjstem of management They have not combined with the 
elTiciencj of the English banks the simplicity and economy 
of indigenous bankers i 

( 13 ) In many 0 ise^ (he directorate fs formed of poh- 
tiomns and social reformers in order to attract the igno- 
rant public toward" the bank" They are usuallj very busy 
and pO"se*s rarely the quaJitiC" required of the hank direc- 
tor* and hence tho trouble 

(14) Indian banks have no association of their own 
and suffer from mutual jealousies They hav© shown a 
lack of e*pTit de carpi 

(IM Tlio superior ofiiccrs of some of tho exchange 
bank" are said often to endtaaour to discredit tho Indian 
banks in the eves of tho general public Tho Central Bank 
of India has suffered the most on thf« account 
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SVOaiSTlOSS FOR I4IPR0VE1IE^^ 

In order to remove the above difficulties and defects, 
the following measures may be aucces«fully adopted 

(I) As has already beea suggested, the Government 
of the country should patronise only Indian banks and all 
of them— not only the Imperial Bank It has placed 
certain restrictions on these banks on the grounds of safety 
These must he accompanied by concession®, and the mo t 
important of them will be a patronage of the Government 
It should make all payments by means of cheques and 
insist on the same being done by institutions under its 
control as well 

(21 Restrictions should he placed on the opening of 
and doing business by the foreign banks They may not 
be allowed to open branches in inland towns and receive 
deposits beyond a certain limit Provisions may also be 
made for the ehmination of competition between them and 
the Indian hanks in other ephere* as well 

(31 The Impcnal Bank of India with its vast resour* 
ces should, instead of entering into competition with the 
Indian banks take up the financing of foreign trade and 
industries 

(4) Equitable mortgages should bo allowed in import* 
ant towns, as they form the rotrst convenient type of 
security both from the bankers and borrowers' point of 
new 

(5) XJ“e of bills and bundis should b“ made more freely 
with a view to make discounting more popular Thi® can, 
however, be done ay adopting certain measures whoso 
discussion will be made later on 

(6) Banks should grant more of personal loans Thi- 
can be made possible only by maintaining by the bank mana- 
gers personal relations with the bazar people and for this 
purpose it is necessary that they should belong to the 
same locality and not bo outsiders It has often been 
observed that local people are in a better position to hu Id 
business than the outsiders 
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(7) Bank*? should conduct their business m the langu- 
age known to their clients Thi« will facilitate their 
dealings with them and result in larger business to be 
built up 

(8) They should adopt the simplicity and economy of 
the indigenous banker? They may form partner- 
ship with them on ‘ Command t principle ’ as has 
already been explained They must al«o not be very 
rigid in following their rules ofbusme«« Indian banks 
are noted for their delay m making the payment of a 
cheque It is really an ordeal of the first class for a cus* 
tomer to obtain the payment of a cheque from any one 
of them 

. f91 Only persons capable of understanding banking 

pnnciples and taking part in actual conduct of the 
business of a bank should bo included in its directorate 
High sounding names should cease to have an attraction 
for the banks 

(10) Indian banks should form an association ofthtir 
own and work in esprit df corps. 

(11) The Reserre Bank of India ahould give financial 
a‘'Sistance without any grudgt to such banks as dcserro 
it whenever they need the same This will inspire confi. 
dence in them 

riADihc rNmA> joint stocz banes 

Central Back ol India 

The Central Bank of India was established in 1911, 
mainly due to the untiring efforts and banking genius of 
Sorabp Pochkanwala in whom it found a managing director 
of rare abilities His death in 1S3S was really a eerious 
blow to the Indian banking in general and the Central 
Bank of India In particular This bank at present tops the 
list of all joint stock banks |n every respect whether we 
take up capital, reserve, deposits, branches or any other 
item of business The year 1923 was a turning point m 
the hank's career It saw the amalgamation of the Tata 
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Industrial Bank with it which rasuUed jn an increase of 
its Capital and reserve liability from Rs 80 lakhs to 
Bs. 268 lakhs, deposits fromBs 14 orores to Bs 18 crores, 
and the ratio of the former to the latter from 5 to 7 per 
cent to 17 to 18 per cent The bank opened its first branch 
in Karachi m the early phase of the Great War, and by its 
close the number had reached to 8 In 1934, the number 
of its offices was 68. m 1937, it was 89 , in 1938. 101 and 
in 1940, 132 No Indian bank has faced as much difficulty 
as this There were as many as 9 runs on this bank during 
the first twenty.five years of its foundation 

This bank like the Imperial Bank is represented m 
all the provinces of the country The average rate of in- 
terest offered by it on tune and demand deposits taken 
together is lowrr than what is paid by other leading Indian 
banks ^nce 1921, it has been showing separately the 
aggregate interest paid on fixed deposits and current de- 
posits In the twenties, fixed deposit rates were above cur- 
rent deposit rates by more than 2 to 3 per cent, and m the 
thirties by more than 13 per cent to per cent With 
the lowering m the margin of the rates of interest, there 
has been an increase in the percentage of current and 
savings bank deposits to total deposits 
Bank ot India 

The Bank of India was launched in 1906, and since 
then It has taken quick strides In point of resources, it 
holds at present the second place among the Big Five 
This bank has enjoyed a remarkable immunity from runs 
It has followed a very cautious policy of expansion For 
about 20 years from its birth it bad no branches In 1910, 
Its offices numbered only 20, of which as many as 6 were 
in Bombay. 1 in Calcutta, i each in Ahmedabad, Nagpur 
and Poona, and one each in Andhen, Bandra, Jamshedpur, 
Rajkot and Surat It is thus a bank of mostly Bombay 
Presidency It showed the courage of opening a branch 
out&ide India also at Mombasa in 1921, but the same was 
closed only after being in existence for two years It has 
sought to maintain a comparatively large ratio of capital 
and reserve to its deposit liabilities, it being approximately 
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12 pet cent nt the lowest In the case of other banks, 
it has reached approximately 6 and 7 per cent several 
times 

This bank also does not offer high rates of interest 
to attract deposits and its investments are also very liquid 
and safe It commenced with a dividend of 5 per cent in 
1007, and has been paying the («ame in recent years at ]0 
and U per cent 

Allahabad Bank 

The Allahabad Bank is the oldest among Indian joint 
stock banks It was launched in Allahabad in 1855 In 
1922, tho P A O Banking Corporation mado an offer of 
afliliation which was accepted by its shareholders The 
P &. 0 paid Rs 43G for each fuilv paid share of Rs ]00 
which had never been quoted in the market above Its 3fi5. 
Along with the transference of its ownership there was 
al'O a transference of its head ofRce to Calcutta In 1927, 
the Chartered Bank of Indiq, Australia and China pur 
chased a majority of its shares from the P & 0 and bonce 
there was again a change in its ownership 

This bank has al«o followed a very cautious policy 
Its first branch was opened at Cawnpore in 1888 In 19\7, 
the total number of ofliccs was only 12 The subsequent 
growth has no doubt been slightly rapid, it does not in 
any way reflect upon its adverse position In 1940, the 
total number of its offices was 58 The percentage of cash 
to deposits has also been fairly largo Besides, its invest- 
ments have always been in the most liquid form, i ■» , in 
Government securities This policy is no doubt sound from 
the point of view of safety, but it la not good from the 
point of view of giving encouragement to the trade, Indus, 
try and commerce of the country , 

From the point of view of resources, the bank ranks 
tlilnl amongst the Indian joint stock banks It operates 
chiefly In the United Provinces and the Punjab Its rate of 
divi lend has been 16 per cent In recent years 
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Punjab National Back 

The Punjab National Bank was registered in 1895, 
and like the Central Bank of India, it is a purel 7 
Indian managed bank It has, all along its career, been 
making a slow and steady progress. In 1940, it had 69 
offices in all and most ot them >yere concentrated in the 
Punjab From the point of view of resources its position 
IS fourth among the Indian joint stock banks Like some 
other Indian banks Jt has had difficulties but they have 
all been tide away with success 

The bank does not pay very high rates of interest for 
attiacting deposits But its rate ot earning has always 
been lower than that of other banks Itis due to the fact 
that its resources per branch are the lowest of those of the 
Big Five, the volume of deposits being small and the num- 
b r of branches being high In 1937 it paid a dividend of 
15 per cent Next year, there was a fall to 4 per cent and 
in recent years it has been maintained at 6 per cent 
This IS, in fact very low in comi anson with what is paid 
by ether big banks 4 

Back of Haroda 

The Bank of Baroda was established in 19 9 Its 
first branch was opened in 1919. In 1940 it had 
35 offices ih all— most of them being concentrated m 
Kathiawar and Qujarat It has matntamed a high cash 
ratio -generally above 15 per cent From the point of 
view of its resources, it ranks fifth amongst the Indian 
joint stock banks Its rate of gross profit is also very low 
mostly because in the area it operates there is an abund- 
ance of funds, and hence a keen competition for business 
among banks and private lenders 

It has been paying dividends at a uniform rate of 
10 per cent for the last several years 
Indian Bank 

The Indian Bank was registered in 1907 It is at pre- 
sent the largest bank m South India From the point of 
view of resources, its position is sixth amongst the Indian 
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-desires to maintain its pnntapal account Tho ecbedu}ed 
banks are allowed to open accoants with the Beserve Bank 
at any or all places where it has its offices or branches 
provided the former also have their offices or branches at 
such places If a scheduled bank has no office or branch 
at the same place as the office of the Reserve Bank 
at which the principal account of fha bank has to be main- 
tained It is allowed to open an account at such office 
of the Reserve Bank. A scheduled bank has also to send 
to the Central Government and the Reserve Bank a 
weekly return of its position in the form prescribed by 
section 4212) of the Reserve Rank Act Wherp the 
Reserve Bank is °atis6ed tbattbe furnishing of a weekly 
return is irnpraotlcable in the case of a particular scheduled 
bank by reason of the geographical position of the bank 
and its branches may require the scheduled bank to 
furnish a monthly return in hdu of the weekly return 
This return is also required to be sent to the same office 
at which the principal account of the bank is maintained 
In the event of failure to send the return on the pres 
oribedday or maintain tbe miniroum balance referred o 
above, a penalty is imposed For a failure to send the re 
turn to the Central Cavernoent or tbe Reserve Bank, as the 
case may be or to each on tbe prescribed day a fine of one 
hundred rupees for each day during which such failure 
continues is levied And for a failure to maintain the 
prescribed mimraum balance, a bank is required to pay 
to the Reserve Bank in respect of each day during which 
the default continues penal interest at a rate of three per 
cent above the bank rate on tbe amount by which it falls 
short of this minimuin, and if on the day fixed for the next 
return such balance is still below the prescribed minimum 
as disclosed by this return tbe rate of penal interest is 
increased to a rate five per cent above the bank rate in 
respect of that day and each subsequent day on which the 
balance held at tbe bank at the close of the business on 
that day is below the minimum The penalties imposed 
for both the defaults are payable on demand which is made 
by the Deposit Accounts Department of the office of the 
Reserve Bank where tbe scheduled bank maintains its 
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principal account and sends weekly returns, and m the 
event of a refusal by the defaulting bank to pay on such 
demand, action can be taken in a court of law As some 
of the banks were in the habit of not maintaining the pre- 
scnbed minimum balance with the Reserve Bank and 
preferred to pay the penal interest, by a recent amendment 
to the section laying down the penalty in November 1940, 
t e , the Reserve Bank of India (Third Amendment) Act, 
1940, the penalty for default has been made even more 
stringent by empowering the Reserve Bank to prohibit 
defaulting banks from accepting fresh deposits during'fbe 
continuance of the default and by penalising directors and 
thezr officers who are knowingly and wilfully parties to a 
default 


THEIR PRIVILEGES 

The scheduled banks have al«o been granted certain 
privileges and the most important of these is that they 
can get financial accommodation in the shape of the t^is 
count of eligible bills or loans and advances against eligible 
securities from the Reserve Bank The kind of bills 
which the Reserve Bank may discount and the various 
securities against which it may make loans and advances 
are mentioned in section 17 of the Reserve Bank Act, and 
financial accommodation can be obtained only on their 
basis The lending policy of the Reserve Bank as well as 
the kind of accommodation which scheduled banks may 
obtain from the Bank have been explained in the Bank's 
Memorandum, dated the 7th December 1938 on ‘Discounts 
for and Advances to Scheduled Banks and may be recapi 
tulated here briefly In conformity with the usual prac 
tice of central banks in other parts of the world and with 
a view to promoting the development of banking on sound 
lines in this country, the Reserve Bank in extending its 
credit to the scheduled banks has to take into consideration 
not only the nature of the security offered to it but also 
the general character of the investments of the applying 
bank, the manner in wbirh its business as a whole is being 
conducted, whether for instance it offers excessively high 
19 
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rates of interest in order to attract deposits, whether it 
seeks help from the Reserve Bank in normal times when 
funds in the money market are ample and whether it has, 
been overtrading and extending an undue amount of credit 
for speculative purposes in commodities or securities or 
indulging in unsecured business to an excessive extent 
It IS to be noted in this connection that the Reserve Bank 
IS empowered by the Act to grant only temporary accom- 
modation With a view to ensuring that its credit facili- 
ties are not abused in any way, the Reserve Bank may 
calhfor such information or impose such conditions on the 
borrowing scheduled bank as it may consider necessary, 
and a scheduled hank requiring assistance from the 
Reserve Bank is expected to supply such information as 
may he called for Like any vther bank, the Reserve 
Bank, of course, reseives the discretion to refuse to redis. 
count the paper of any particular scheduled bank without 
assigning a reason But scheduled banks which are run 
on sound lines may always expect to receive ready assist 
ance from the Reserve Bank in times of emergency or 
stringency subject to their offering suitable security 

Another privilege which has been granted tu them 
Ik that of special remittance facilities Under Appendix 
Hot the new scheme of *' Remittance Facilities m India 
and Burma" introduced by the Reserve Bank from the 
let October 1940, a scheduled bank is entitled to remit 
money by mail or telegraphic transfers between the 
accounts I ept by its offices, branches, sub office'* anti 
pay-offices at any office, branch cr agency of the Reserve 
Bank m Biitivh India and Burma as follows — 

ft) c) an amount of Rs lO.OuO or a multiple thereof, 
between its accounts at the offices and branches 
ot ihe Reserve Bank, free ot charge , 
lb) once a week an amouni of Rs 5,000 or a multi 
plethneof, lo the principal account which it 
maintains with the Reserve Bank from any 
place at which it has an offic , branch, sub- 
office or pay office, and at which there is an 
agency of the Reserve Bank, free of charge , 
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(c) other remittances to its principaJ account sub- 
ject to a cha^e of l/b4 % and also subject to a 
mmiTQum charge of Re 1 , and 

(d) other remittances between accounts maintained 
at the Reserve Bank or its agencies 

Upto Rs 5,000 1/16 % (Minimum Re 1) 

Rs 5,000 or over 1/33 % (Minimum Rs 3-’) 

Ut) In addition telegraphic transfers and drafts in 
favour of third parties are issued, subject to 
the limits or drawings on treasury agencies, 
at the following rates 

Upto Rs 5,000 l/l6 % (Minimum Re 1) 

Over Rs 5,000 '/3« % (Minimum Rs 3-2) 

Actual telegram charges are realised in addition 

OBLIGATIONS OP NON-8CHEDULED BANKS 

All banks are required to conform to the regulations 
contained jn the Indian Compamee Amendment Act, 

But their obligations regarding the submission of the pres 
cubed returns and the maintenance of the prescribed 
lumiRium cash balances with their ownselves may be 
recapitulated here once more As far as scheduled banks 
are concerned, we have already noticed them In their 
case the return is required to be submitted to tbe Reserve 
Bank of India, not to the registrar, and the minimum 
balances are also required to be maintaii ed with it and 
not with their ownselves As regards non-scheduled 
banks, it may be said that those having no office in 
Bntish India are immuned froai these obligations Of 
the non-scheduled banks operating in British India, as 
was observed previously, there are many which escape 
the provisions of the law on the plea that they do not 
come within tbe purview of the definition of a bank 
But others are subject to these obligations On 3lst Decem- 
ber, 1940, about 604 non-scheduled banks submitted such 
returns. Upto the beginning of the year 19 j 8. they sub- 
mitted them only to the registrars of their respective 
provinces But since the month of February of that year 
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the registrars have been required to send to the Reserve 
Bank one copy of each of suoh returns ffir information and 
the banks send to them three copies of these instead of one 
As has already been said they also maintain a cash 
reserve of at least and ^ per cent of their time and 
demand liabilities respectively with themselves It may 
be mentioned that the returns in their case are monthly 
and not weekly ]uat as they are in the case of the sche 
duled banks and relate to Friday of each week of the 
preceding month In case of a default of thesd two 
obligations, a penalty is imposed 

PRIVILEGES 

Under appendix III of the new scheme of ‘ Remit 
tanpe Facilities in India and Burma introduced by the 
Reserve Bank from the Ist Ociober, 1940 with the concur 
pence of the central and provincial governments, con 
cessional rates have been granted to such non scheduled 
banks as have been placed on the approved list which has 
been prepared by the Reserve Bank in consultation with 
the provincial governments As on 10th June. 1,141, there 
were 37 non*scheduled banks which had been placed in this 
list Whereas the rates for the general public, subject to 
a certain minima are 1/8 per cent for remittances upto 
Rs 5,000 and 1/16 per cent for remittances above that 
amount, the corresponding rates for these bank*- are 1/16 
per cent and 1/32 per cent respectively Only those banks 
have been placed on the approved list which fulfil the 
following conditions — 

(c) they are companies registered under thi Indian 
Companies Act 

{b) they are doing busmens in British India in accord 
ance with the provisions of the Indian Companies Act 
relating to banking companie'- and 

(c) they have a minimum paid up capital and rt.'erve 

of Rs 50,000 

The non scheduled banks can also obtain advice and 
guidance of the Reserve Dank of India on all matter” con- 
cerning them 
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TEST QUESTIONS 

1 Vi/hat aie the praviMons contained m ihe Indian Companies 
Anendrrent Act 1936 regarding bankinf conpanies 

2 Into what classes Indian |oint stodc barks hate been divided^ 
De'.ribe in detail v hat you know ol the seteda ed banks 

3 'iChat IS the pre<eTit position ot the Indian joint stock banks 7 
Give in detail Ihttre^rattont bnngirg OLt dearly their speaal feati.rec 

4 Vliat are the di/^cul(t«s And d«/«etsot Indian joint stock banks t 
Give suggestion* lor their improvement 

5 VC'nteashort note on some of the important Indian joint stock 
backs ? 

6 hat are the obligations and piivileges d the scheduled banks * 

7 In what ways the Reserve Bank of India maintains some touch 
with the non^cheduled banks 'J^hat facilities does it afford to them ? 


CHAPTER XVn 

IMPERIAL BANK OF INDIA 

The circum'tance« under which the Imperial Bank 
of India wa« created and the conditions under which it 
earned on its operations till the e'^tablishment of the 
Re^erre Bank of India have aireadj been dealt with m the 
twe Ith chapter But there are certain other matter* con- 
cerning It which must be taken up at this ‘*tage, and of 
the-e the ino«t important i.® the question a* to why thi? 
bank wa* not made a full-fledged central bank and a new 
m-titirtion had to be created a* such Then, we shall loot 
up to other thing* 

REASONS FOB WHICH THE IMPERIAL BAhK WAS hOT 
MADE A FULL-FLEDGED CENTRAL BANK 
(1) FiX't of all, a central bank must hare abroad 
national outlook m the absence of which it cannot be 
expected to look to the countrv’s economic well-being and 
bring about an advancement of national banking m it 
Imperial Bank of India never evidenced it On the other 
band there were illustration* cited before the Hilton. 



BANETKO IW INDU 


m 

Young Commission which went to prove that it refused 
assistance to Indian banks even against government secur 
Jties While vast credit hues were-extended by it to non- 
Iiidians, even reasonable facilities were refused to the 
people of this country 

(2) Indian banks bad always been looked by it with 
competitive eyes and more as nvals rather than compli- 
mentary units in the country’s banking sjstem Under the 
circumstances no change of policy could be expected merely 
by placing upon it the responsibilities of a central bank 

) (3) The large number of branches which the Imperial 
Bank of India had, were regarded as an unnecessary 
appendage to a central bank which can regulate the money 
market through its branches only at the most important 
pjaces A central bank, in fact, fulfils its mission by mere 
existence than bv actual operations Finally, with a large 
number of branches its energies would have been dissipated 
la their management rather than in the control of the 
banking system of the country 

(4) The directorate and management of the bank 
being preponderatmgly non-Indian, U could not be expect 
cd to feel the needs of the country and act in its interest 
specially when they were against those of their respective 
countries 

I (5) Its transformation into a centra] bank would have 
necessitated far reaching changes to be made in its work 
ing and its shareholders might not have liked these Under 
the circumstances, bitter feeling would have arisen be 
tween them and the state, and the beginning of the career 
of a central bank with such unfortunate events would 
have been extremely undesirable 

(6) The Impenal Bank of India had been e•^tabilshed 
with the avowed object of earning pimfils, while a central 
bank has, on occasions, to forego them m the imere«t of 
the country at large When a boonuhas to be checked, a 
central bank has to refuse Joans and raise the rate of 
interest, while a commercial bank would not like to do so. 
The opposite is the case when a depression has to be 
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checked There is the same difficulty with regard to the 
open market operations A central bank has generally 
to sell off the securities during a boom period at low 
rates and purchase them dunng a depression period at 
high rates 

(7) Though in France, Banque ile France combines 
commercial banking functions with the central banking 
functions, it is not possible m erery country In 
fact, the situation m all countries is never the same 
While France has few sensitive elements in its export 
trad© and large funds to invest abroad, India has many 
sensitive elements in her export trade and huge obligations 
to foreign investors both on private and public accounts 
Under the cirouraatances, the Imperial Bank could not 
combine commercial banking functions with the central 
banking functions Further, there was the question of 
its competition with otlier bank* There was already an 
outcry of some bank* regarding this matter against it. 
Had it been given the functions and status of a central bank 
without depriving it of its commercial banking functions, 
it would have become far more powerful and would have 
been able to offer more serious competition to them and 
might have even threatened the existence of some In fact, 
the holder of the ultimate reserves of the country should 
not Itself be the channel through which the credit is given 
to individuals and firms Moreover, it could not have 
functioned as a bankers bank also because it might have , 
been tempted to withhold sufficient help from its rivals 
even if they needed and deserved it , and they far from 
regarding it as their *aviour in their time of need would 
have for this reason also been always suspicious of its 
altitude towards them and jealous of its privileges Fur- 
ther, the bank would have been suspected of managing 
the currency more in its own interest than those of the 
country Finally, it could not have been able to perform 
both the commercial and central banking functions effici- 
ently, as it would have been heavily burdened ' 

18) Although it had been given the right to obtain 
Joans upto a maximum of Rs 14 crores, from the Paper 
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Cuirenoy Department of tho Government at the bank rate 
subject to a minimum limit of 6 per cent for the first 
Rs 4 crores and 7 per cent for the remaining 8 crores, 
on the security of the inland bilis or hundis of an equal 
amount, with a view to enable it to assist the money market 
in the busy season, it could not be at all successful in 
preventing the very wide range of seasonal fluctuations 
in the interest rates and the very high levels which they 
reached m certain times of the year ‘The retention of 
the ultimate control of currency in the hands of the govern- 
ment and the peculiar arrangement by which aid from 
currency reserves was made dependent on particular levels 
of the bank rate were, no doubt, aggravating factor> m 
the situation'. Still, it cannot be doubted that it la> m 
the power of thd Imperial Bank to moderate the range of 
fluctuations but iC preferred its own profits to national 
interests and exploited to the full the highly sea‘>onal 
demand for currency This is only one of the instances 
Truly epeakmgrit failed to act as a central bank in various 
spheres it had been given power to act as such 

TfiB APPBEHEKDED OOKSEQtTEKOES 07 THE DZ?R1VAT70S 
OF ITS OOMUEROIAL BANEINO FUNCTIONS 

From the above discussion it has become clear that 
much of the position would have been improved by the 
deprivation of its commercial banking functions But it 
could not be done as certain dire consequences were aj>pre 
bended These were as follows •— 

(1) There are may places where Imperial Bank is 
the only bank doing commercial business These would 
have been deprived of their banking facilities. 

(2) In many places where there are also the branches 
of other banks, its cessation of taking up commercial bank- 
ing functions would have given them its monopoly This 
would have resulted in a loss to the people in general 

(1) The Imperial Bank has inspired confidence in the 
public and many persons have deposited their money with 
It They would have been compelled to withdraw at least 
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•what they had deposited m fixed deposit accounts with it 
as it could not have been allowed to continue receiving 
deposit® in fixed deposit accoants because the same would 
have meant allowing it to compete with other bank® The 
Re®erve Bank of India has al®o not been allowed to receive 
depo'it® on interest with tbi® very view Acceptance of 
depo'its on interest presupposes profitable inve«tment and 
hence the nsk which a central bank cannot undertake 
keeping m view its position Mo®t of the depo®it® m 
current accounts would have al«o been withdrawn »« 
they are kept with a view to obtain other banking facilities 
and the®e would not have been available, had the bank 
ceased to carry on commercial banking functions The 
situation would have been aggravated, had it been decided 
to close mo®t of it® branches, a® they are regarded to be 
an unnece®sary appendage to a central bank Many of the 
persons compelled to withdraw their money from the 
Imperial Bank would not have liked to invest it anywhere 
else and might have converted the same into boards 

(41 Tbe Imperial Bank of India has raised the stau« 
dard of commercial banking by its own working If left 
to themselve®, other banks might have lowered it down 
Thi® would have been quite cetrunenta) to the interests 
of the country 

THE 1934 IMPERIAL BANK AMENDMENT ACT 
Tbe Imperial Bank of India was not made a full 
fiedged central bank and a new m®titution, viz , the Reserve 
Bank of India bad to be raised This necessitated cer 
tain changes *in the working of the Imperial Bank and 
the®e Were brought about by the 193-4 Imperial Bank 
Amendment Act As a result of the same, it has become a 
fully commercialised bank freed from certain restrictions 
on its business As was pointed out m Chapter I, the 
Imperial Bank Act had laid down the business that it 
could and could not undertake The 1934 Imperial Bank 
Amendment Act could not surely remove all the restric- 
tions on its busmess as its position is still required to be 
safeguarded and specially becau®e it has become the sole 
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agent of the Reserve Bank m places where it has its 
branches and the Reserve Bank has no Office of its own 
The aforesaid Act contains the provisions allowing it the 
fallowing — 

(1) ConduetitiQ of any bnnnesa tn its London ofice 
Previous to thiSj it could not open accounts for persons 
who, within three years were not either its cu«toraers in 
India or those of the Presidency Banks 

(2) Opemnq of hranchei outude India in Ijondan and 
elsewhere Previous to this as has already been observed 
it had a branch in London only and could not have itin any 
other place 

(d) Conduclinq of banking busmens in the country 
Itself more freely than nil that tme It can now grant 
loan or cash credits on the shares of the Reserve Bank, on 
the debentures issued under the authority of municipal 
board or committee, or rulers of native states with the 
sanction of the Governor»Qeneral in Council, or of limited 
liability oompanieo, and on goods hypothecated to it as 
security on tbe authority of the Central Board by its epeoial 
directions instead of only on goods actually in its posses 
Sion All these thing' were not previously affowed. Again, 
the period allowed for loans meant to Bnance seasonal 
agncultural operations has also since then been extended 
to nine months instead of to si* months for all loans as 
previously Finally, holding of immovable property as 
security for any loan oradvapces has also been sinco then 
allowed m certain cases 

(4) Borrowing of mone 4 oalaide India ^or conducting 
vsl'ustness This was also not allowed previously 

The control of the Government has also been since 
then loosened The Governor Oeneral-in-Council now 
appoints only two non*officia1s as directors, and one officer 
as a member of the Central Board without any power to 
vote Regulation “it of the old Act of 1920 has also been 
repealed and this n eans that the Governor-General in- 
Council has now no power to issue instructions to it regard* 
mg any matter*, or call for any information, or insist on the 
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publication of its assets and liabilities in whatever form he 
desires He can. however, appoint auditors to examine and 
report on the affairs of the bank even now m case of 
necessitv 

THE EXECtJTIVE OF THE IMPERIAL BANK 

To safeguard regional interests and give the bank 
a large freedom in banking, it has got three local offices at 
the headquarters of the three Presidency Bank® Each local 
office has got a local board elected 'separately by the 
shareholders who^e names stand on the registers of 
their respective area's The local board consists of one 
president, one vice-president, one secretary, one treasurer, 
and not le«s than three members Subject to the bye laws 
made by the Central Board, it has the power generally to 
transact all the usual business of the bant, and as regards 
entnes in the branch register®, respectively kept at the 
local offices, the power to examine and pass or refuse to 
pa«s transfers and transmission® and to approve or refuse to 
approve transferees of shares and to give certificates of 
shares 

Then, there IS a Central Board consisting of the fol- 
lowing as directors — 

ID the presidents, vice president® and secretaries of 
the local boards 

, (21 one person elected from amongst themselves by 

the members of each local board 

(3) a managing director appointed by the Central 
Board for a period not exceeding five years on such terms 
as it directs, and eligible for re appointment by it for such 
further perioos not exceeding five years in each case as it 
thinks fit , 

(4) such number of persons not exceeding two and 
not being officers of the Government as are nominated by 
the Governor-General tn-Council. They hold office for one 
vear but are eligible for re-nomiQation , 

(5) a deputv managing director appointed by the 
Central Board 
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(6) an officer of the OoTemment nominate(J by the 
Governor General in-CounoiI 

The directors specified m (5) and secretaries specified 
in (1) and the officer specified in (6) are at liberty to attend 
all meetings of the Central Board and to take part in the 
deliberations, but they are not entitled to vote on any 
question arising at the meeting , provided that the deputy 
managing director is entitled to vote m the absence ot the 
managing director 

The function of the Central Board is to supervise 
generally the affair and business of the bank and to oxer- 
cise all powers and do all such acts and things as may be 
exercised or done by the bank and are not by the A t 
expressly directed or required to be done by it in general 
meeting For its guidance and that of the local boards, 
it has made a number ot bye-laws concerning important 
matters 

There are the provisions also for holding annual 
general meetings and special meetings of all tbe share 
holders or only those enlisted on a branch register to pass 
the accounts or transact such business as maybe placed 
before them 

BUSINiSS WHICfl THE BANE IS AUTHORISED 
TO TBANSAC^ 

The bank is authorised to t^nsact the following 
business — 

(1) to advance money and open cash o edit upon the 
security of (a) stocks, funds and trustee securities including 
those of a Local Government or the Government of Ceylon 
and shares of the Reserve Bank of India, (b) securities 
of the state aided railways sanctioned by the Governor 
General in-CounciI for investment, (c) debentures, etc, 
issued under the authority of any Act of a legislature 
established in British India, or on behalf of a diatrict 
board, or a municipal board or committee, or debentures, 
etc issued on the authonty of a Prince or Chief of any 
State in India sanctioned by the Governor General m- 
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Council, or of limited liability companie®- subject to the 
directions issued bv the Central Board (7) goods pledged 
with or hypothecated to it under the authoritv of the 
Central Board by its special directions, or the documents 
of title to them deposited or assigned with it, (e) accepted 
bills and promissory notes endorsed by the payees and 
joint and several promissory notes of two or more per«ons 
or firms unconnected with each other in general partner- 
ship, and (/) fully paid shares of limited liability companies 
or immovable property or documents of title relating 
thereto as collateral security where the ongpial security 
IS one of those specified in Ca) to id) and subject to the 
directions issued by the Central Board where the onginal 
security is of the kind specified in {«) In the case of 
advances to the Secretary of State, however no security is 
needed if the Central Board «o thinks 

(2) to sell and realtse proceeds of such sales of pro. 
missory notes, debentures, stock receipts, bonds, annuities, 
stock, shares, securities or goods or documents of title 
thtreto as might have become bank’s, in heu of the def<fult 
of payment of loans in connection with which they might 
have been deposited 

(1) to advance money to Court of Wards upon the 
security of the estates in their charge or under their 
superintendence and realise it along with interest Such 
advances are however, to be made with the previous 
sanction of the local government concerned and for not 
more than nine months for the purposes of financing second 
agricultural operations and not more than six months in 
other cases 

(4) to draw, accept, discouut, buv and sell bills of 
exchange and other negotiable securities , 

f5) to inve«t funds of the bank on 'ecunties'«pecified 
in from fa) to (c) of (U and convert them into money, and 
alter, convert and transport them for or into other- of the 
inves ments specified in (1), 

161 to make, rsue and circulate bank post bills, letVrs 
of credit to order or otherwise than to the bearer on 
demand . 
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(7) to buy and sell Rold and silver whether coined 

or uncoined , * 

(8) to receive deposits and keep cash account*! on 
various terms , 

(9> to accept charge of jilato, ieweJs, title deeds or 
other valuable goods on various terms 

(10) to sell and reahseaJJ property both movable and 
immovable, coming in the bank's possession, and acquire 
and hold, and generally deal with any Jight, title or interest 
in any property movable or immovable coming in its 
posses-ion , * 

(11) to transact pecuniary agency business on com- 
mission and enter into contracts of indemnity, suretyship 
or guarantee with speci c security or otherwise , 

(, 2) to administer estates for any purpose whothur as 
an executor, trustee or otherwise and act as agent on com 
mission to buy, sell, transfer and take charge of any secur 
ities or any shares in any public company to rtceive 
proceeds whether principal, interest or dividends of any 
eecurities or shares . and to remit such proceeds bv public 
or private bill^ of exchange, payable either in India or 
elsewhere , 

(li) to draw bills of exchange and grant letters of ore- 
dit payable out of India , 

(14) to buy bills of exebango payable out of India at 
any usance not exceeding nine months in the case of 
those relating to the financing of seasonal agricultural 
operations or six months m other cases , 

(15) to borrow money for the purposes of the bank’s 
business and give security for it by pledging -aisets or 
otherwise, 

(16) to subsidize from tine to time pension funis of 
the Presidency Banks . and 

ll7) generally do nil such matters and things as nuy 
be incidental or subsidiary to the transading of business 
jnentioned above- 
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BUSINESS WBICE THE BASK IS NOT AUTHORISED TO 
TRAKSACT 

The bank cannot transact any business other than 
those specified above and in particular the following — 

(l) making of any loan for a longer period than six 
month'' or nine months as m (3) and (t4). on the security of 
Its own stock or shares, or on that of mortgage or other- 
wise of any immovable propert> or the documents of title 
relating thereto except as specified m (3) , 

(2J discounting of bills for and advancing monev to 
any individual or partnership firm for an amount exceeding 
in the whole at any one time the prescribed sum save upon 
a securfty mentioned in a) to (d) of (« J , 

{i) discounting or buving . or advancing and lending, 
or opening cash credits on the security of any negotiable 
instrument of any individual or oartner-bip firm payable 
in the town or at the place where it is presented for dis- 
count which does not carry on it the several responsibil- 
ities of at least two persons or firms unconnected with 
each other m general partuer^bip , and 

(4) discounting or buying, or advancing and lending or 
opening cash credits on the security of negotiable security 
which 13 not eligible for the investment of trust funds or 
which falls due if drawn for the purpose of financing 
seasonal agiicultural operations after more than nine 
months and if drawn for other purposes after more than 
SIX months from the date of the proposed transaction. 

AGREEMENT OF THE RESERVE BANK WITH THE IMPERIAL 
BANK 

Section 45 of the Reserve Bank of India Act laid down 
for an agreement between the Reserve Bank and the Im- 
perial Bank and the Third Schedule thereto contained pro- 
visions for incorporation in It. Thi'« was entered into and 
signed by both the parties on its approval by the Gover- 
nor-General in Council. Under it, the Imperial Bank has 
become the sole agent of the Reserve Bank at all places 
in British India where there is a branch of it and not of the 
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Banking Department of the Reserve Bank. In consideration 
of the performance by it, on behalf of the Reserve 
Bank, of the functions which it had been performing on 
behalf of the Governor General-in-Council at these places, 
the Reserve Bank has to pay it a commission on the total 
of the receipts and payments dealt with annually by it on 
that account at 1/16 per cent for the first Rs 250 crores 
and at 1/32 per cent for the remaining sum This rate 
of remuneration js to last for the first iO years since the 
signature of the agreement After the expiry of this 
period the remuneration to be pqid for every next five 
years will be determined after examining the cost to the 
Imperial Bank of performing these functions Further, 
there was also a provision for the payment, to the Im- 
perial Bank by the Reserve Bank for the formers keeping 
open branches not less m number than ihose at the com 
mencement hf the Reserve Bank Act, ofBs 9 lakhs per 
annum during the first hve years, of Rs G lakhs per an- 
num during the next five years, and of Bs 4 lakh* per 
annum during the subsequent five years The I/openal 
Bank cannot open any branob in substitution of a branch 
existing at the time at which the agreement came into 
force without the approval of the Reserve Bank The Re* 
serve Bank is, however free to open its own offices at any 
place, notwithstanding the fact that the Imperial Bank 
has up to then acted as its agent at those places 

Tl e agreement IS to runfor 15 years and thereafter 
until termination after 5 years* notice on either side 
It i'» conditional on the Imperial Bank^ maintaining a 
sound financial position If in the opinion of the Central 
Board of the Reserve Bank, the Imperial Bank at any 
time falls to do this or to fulfil the condition of the 
agreemenf, it is permitted to a{q>roach the Governor- 
General in Council who IS authorised to issoe instructions 
to the Imperial Bank with reference to the agreement 
or to any matter involving the security of Government 
money or the assets of the Issue Department of ttio Reserve 
Bank with it, and on the disobedience of the same by it, he 
has the power to terminate the agreement 
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ADVANTAGES DERIVED FROM ITS ESTABLISHMENT 

A number of advantages have been derived from the 
establishment of the Imperial Bank of India These may 
be given here as under — 

U) When the Presidency Banks were amalgamated 
into the Imperial Bank, they had altogether 59 branches 
between them Under the agreement entered into between 
the Imperial Bank and the Secretary of State for India, the 
former was required to open 100 new branches within a 
period of 5 years from the date of its commencement 
By March 1926, this obligation had been fulfilled and 102 
new branches had been opened till that time At the end 
of 1943 however, it had 393 offices There were many 
places which had no office of any modern bank at the time 
of its opening an office Ko doubt, in some of them, offices 
of other banks have been opened since then But there 
are still more than 100 places which have got only an office 
of the Imperial Bank This means that these places have 
received banking advantage only because of the Imperial 
Bank 

(2) It has inspired confidence in tbe public There 
had been numerous failures of ]omt stock banks, and 
people had no confidence left in them Imperial Bank was 
till 1934, a Qovernment bank, and they knew that it could 
not fail Even now, it has got a unique position because 
of Its being a sole agency of the Reserve Bank, the pre> 
mier bank of the country As a result of this money was 
and continue to be deposited with it The bank, by coming 
to assistance of the joint stock banks at different times 
when runs were mad© on them also prevented their 
failures This had the further effect of inspiring con' 
fidence of the public in tbeoi also Due to this, deposits 
with Imperial Bank and also with the joint stock banks 
have appreciably increased Opening of new branches by 
it has also led to the conversion of the hoards in those 
places into bank deposits if not to the fullest extent to 
some extent It can thus safely be said that the Imperial 
Bank has done a service to the country by mobilising its 
capital 
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(3) The places where the bank has opened jts bran- 
ches have also received the benefits of its advances Not 
only this, but the rate of interest in them has also been 
appreciably reduced In addition to this, the rate of 
interest in places where there is no branch of the bank has 
also gone down due to the fear of the bank being induced 
to open Its branch there This has not been done by only 
indigenous bankers, but joint stock banks too have done 
so As the Imperial Bank bad previously the Government 
balances with it, the funds that it could employ in this 
way were sufficiently huge It had also been given, as 
we know, the power of getting emergency currency issued 
to the extent of Rs li crores This had the effect of 
steadying the high rate of discount that prevailed during 
the busy season. 

(4) Because of a very large number of its branches. 
It could give more of remittance facilities also Not only 
did this bank give the increased remittance facilities but 
the joint stock banks too were enabled to do this The 
commission charged for rendering this service was also 
auffioiently reduced 

(5) It was al«o expected that the bank would be able 
to increase the use of bills, by giving rediscounting factli* 
ties This was, however, not accomplished, as the joint 
stock banks did not like to disclose tbeir bill portfolios to 
one, in competition with them However, the bank finances 
the movement of a large proportion of crops by means of 
advances against stocks, the discounting of bills, and the 
purchase and sale of demand drafts and telegraphic trans- 
fers The bank has also succeeded in reducing the differ* 
ence between its own hundi rate and the baser rate It 
has also reduced to some extent the variations in the 
rates of the Bombay, Calcutta and Madras markets 

<6) It has also built up close relations with the provin- 
cial and district co operative hanks and allows them over- 
diafts, etc 

(7) The bank established clearing centres at its im- 
portant branches and thus provided to other banks this 
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facility for the first time in the country The number of 
cheques cleared increased every year 

The Imperial Bank floated and managed the public 
debt through its numerous branches and thus made the 
Government securities available more freely to the public 

(9) It has been able to secure to its customers the 
advantages of its being in touch with the most important 
of the international money markets as it has got a London 
branch 

EFFECTS OF THE ESTABLISHMENT OF THE RESERVE 
BANK UPON ITS USEFULNESS 

The usefulness of the Imperial Bank has not at all 
been affected by the establishment of the Reserve Bank 
A-- ha*- already been observed, it continues to inspire the 
same confidence in the public as in the past As it has 
been freed from oertam restrictions on its business, its 
usefulness to the public has, truly speaking increased 
Now it can grant loans for a longer period and against 
securities of various kinds It can also take up exchange 
business now 

IMPERIAL BANC AND THE 
GENERAL PUBLIC 

From the above, it is obvious that the Imperial Bank 
6f India has been of great use to the general public, its 
customers, joint stock banks, oo operative banks and Go 
vernment First of all, there u the general public It 
has been benefited by the popularising of the banking 
business We have already seen how by opening new 
branches and bv being a Government bank and since the 
establishment of the Reserve Bank of India by being its 
sole agent and finally by coming to assistance of the joint 
stock banks, iC has inspired confidence among the public 
and inculcated the banking habit gradually Besides the 
staffing of its innumerable branches has required men 
trained in the methods of banking and this has stimulated 
very consideiablv the training and employment of Indians 
as bankers Thu«, a banking career has been created in 
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the country> and this has surely relieved other crowded 
careers though to anty a very amau extent 

IMPERIAL BANK AND VrS CUSTOMERS 

"With the utilisation of the Gtovernment balances, it was 
able to give to its customers the benefits of the low rates 
of discount and interest Further, by calling for an in- 
creased volume of currency from the Currency Department 
of the Government during the busyv season, it bridged tbe 
gap between the discount rates between the busy and slack 
Seasons Then, It has a London branch Its first advant- 
age has been the establishment of a close relation of 
the bank and through it of its customers with the most 
important of the international money markets Secondly. 
It obtains trustworthy information regarding English 
traders and h^nds ;t over to those of Us Indian customers 
who wish to enter into business relations with them 
Thirdly, it secures sterling loans for local b dies, aud 
effects the investments of the money of its Indian custo 
mers in international securities Finally with its numer- 
ous branches, /t Sires greeter beaUng laoihties to its 
customers 


IMPERIAL BANK AND JOINT 
STOCK BANKS 

The Imperial Bank of India was expected to be the* 
guide, friend and philosopher of the loint stock banks 
rediscounting their bills and satisfying theit needs for 
credit But it failed utterly m this repoct * Being in 
competition with tbe joint stock banks it oould not inspire 
confidence amongst them and thi’’ was the moH needed to 
enable it to perform the functions mentioned above The 
joint stock banks did not rediscount their bills with it for 
the fear of disclosing the names of their customers to their 
rival They also avoided to obtain credit from it lest 
the public might know it and become suspicious of their 
position In certain cases, it was charged with a policy 
of discrimination in favour of tbe European managed banks 
as against those managed by Indians Thera are, however. 
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instances of the assistance rendered by the Imperial Bank 
to the joint stock banks and to that extent it surely pre 
vented their falling into misfortune It undertook 
to repay 50 per cent of deposits including current 
accounts and savings bank deposits of the Alliance Bank 
of Simla immediately on the suspension of its payments 
and thus prevented the rum of many The bank has also 
been advantageous to them m other ways As already 
pointed out, it gave them remittance and clearing facilities 
Besides, it set before them by the example of its own 
working an ideal which at least some of them could sue 
cessfully achieve 

IMPERIAL BANK AND THE 
CO OPERATIVE BANKS 

As already pointed out the cooperative banks got 
accommodation from the Imperial Bank which grants them 
overdraft and advances m various other forms It has 
maintained very good relations with them 

IMPERIAL BANK AND THE 
GOVERNMENT 

With the signing of the agreement between the Im 
penal Bank and the Secretary of State for India the 
Government abolished its reserve treasuries wherever 
the former bad its offices And as we already know these 
went on increasing With every increase in the 
number of the branches of the bank, there was a correspond 
mg abolition of the reserve treasunes of the government 
This has, as can well be imagined resulted in a huge 
saving of the establishment expenses of the government 
Next, the Government was saved of the trouble of issuing 
currency transfers to the public between any two places 
in which a local head office or branch of the bank was 
situated Its funds were made available by the bank at 
whatever places they were needed Finally, as it floated 
and managed the public debt, its administration was 
greatly improved The small investors began to go more 
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freely for Government securities than it used to be the 
case formerly 

IMPERIAL BANK AND FOREIGN 
BANES 

It may be said that the establishment of the Imperial 
Bank has not in any way resulted m disadvantage to 
the foreign banka Before the passing of the Amend 
ment Act of 1934, as we know, it could not undertake 
exchange business and hence there was no fear of its 
offering any competition to them Since the passing 
of the above Act also though it has been allowed to carry 
on this business, it has not undertaken it ao far As 
against this, it may be said that tWa has always been 
maintained a very cordial relation between the officers of 
both thd banks 

AN ESTIMATE OF THE POSITION AND THF BlJSlNB&S 
OF THE IMPERIAL BANE 

The Imperial Bank has been enjoying a very proud 
and privileged position since its establishment Till 
1934 it was a government bank and a bankers’ bank and 
sinco then it has been the sole agent of the premier bank 
of the country, tm, the Reserve Bank Ihie ha« led 
to the creation of a sense of eeounty and confidence in the 
minds of the public with regard to it, and this fact is, 
m fact, more responsible for the huge amount of deposits 
it has been able to accumulate than any other From 
the point of view of the number of office* l39i m 1943), 
the amount of capital (Rs f,6/,50,000), reserve fund 
(Ks J.62, 50,0001, deposits (Rs AlO 07,00,000) and whatnot, 
it IS the biggest bank in the country — even bigger than 
the premier bank itself Even if we take up all the banks 
'belonging to a particular group together, as is evident 
from the following it “tands m a better position than 
some of them 

A comparative position of the several classes of banks 
as regards their paid up capital and reserves, deposits, 
cash balances, investments and loans and advances in rela 
tion to their deposits has been given on the nett page 
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With its vast resources, the bank Js regarded to be 
a formidable rival by the Indian joint stock banks. It has 
been the most aggressive and has broken their monopoly 
in many places It has entered even the mandis and com- 
petes with the joint stock banks in the financing of agricul- 
tural trade Previously it granted loans for six months 
only but as we already know they have now been 
extended to a period of nine months It grants loans 
nowon the basis of all kinds of securities goods, immov- 

able property, documents of title to them, securities, etc 
The rate of interest charged by it is also lower than that 
charged by other Ijanks 

It has also now been allowed to deal in foreign ex* 
changes But this business has so far been not taken 
up by it, and hence there is no competition between it 
and the exchange banks It is in a position to compete 
with them very successfully 

The bank is managed mostly by non-Indians It has 
failed to employ fodians on responsible posts This has 
resulted not only in making its expenditure top*heavy, but 
also in bringing it into disrepute in th^ eyes of the Indian 
people it IS, however, as already stated very popular 
with them in view of the confidence it has succeeded in 
inspiring in them 

FUTOBE POLICY OF THE IMPERIAL BANK 

The future policy of the Imperial Bank should be to 
fall in lines with the national sentiments Its officers 
must pay special attention to the removal of the suspicion 
from the public mind that the^resort to racial and political 
discrimination The situation may be improved by Indianis- 
ing the higher staff This will help it in building up more 
fausine'*s, because of the greater touch that those people 
shall be able to maintain with the public in general It 
will also result in economy in the establishment charges 
The bank must also encourage the use of the Indian 
languages It should also avoid unhealthy competition with 
Indian joint stocks There are various other busi- 
nesses which it may undertake First of all, now when 
it has been allowed to deal in foreign exchanges, it must 
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take up this business A' will be seen later on, the 
foreign banks which monopoli-'e at present in this basme«s 
do not act in the intere'^ts of thi« country Thev favour 
the busine 'men of their respective countne®, and alwavs 
keep in mmd interest' of their own nationals rather 
than those of the Indian* There is a pressing need of 
some Indian banks which mav break up their monopolv 
and no other bank in the country excepting the ‘Impenal* 
with its vjist resources is capable of doing «o The bank 
may al«o take greater interest in providing assistance 
to industries It can well fill up the gap in the Indian 
banking 'vstem m that sphere 

Even as it is, the Sank can do a lot First of all, it 
can remove the scarcity of commercial bills bv pursuing a 
liberal pohcy in rediscounting the bills of indigenou* 
bankers. This can al*o be done by di'crmunating be 
tween the discounting rate and the intere't rate for 
loans against first cta«s securities The former should be a 
little lower than the latter Secondly, it should "bow a 
great*?r con'ideration to the indigenous bankers. Thev 
maybe relied upon for the collection of bill& and cheque* 
in the same way as the joint stock and co*operati7e , 
banks are relied upon It may form with them a part* 
nership m places where it thinks it cannot have a whole 
time office due to the paucity of busme*s on ‘Commandit 
principles' on tbe line* recommended for the joint stock 
banks 

TEST QUESIIOMS 

I are tte rcawos lor which Imperial Bank was rot made 

a loll fledjed central bask ? la thiscoinection also meation the apprehend 
ed consequences ot the deprivation of its comseraal bankics fuscions 

2* Vhat chanfcs have been broosht about by the Impenal Ba*ik 
Amendment Act In the kisds of bosmess (he Impenal Bask may nsdertake, 
the of If* fltaragtBg body, and Ike power the ic'ervenfion lo 

Its attairs by the Govereor.GeneiaI iq Council ? 

S. Vhat Is tbe pre'ent coesb'utfon of tbe Central Board of the 
Impenal Bank ? MenBoa also what you know ol its Local Boards. 

A Vhat are the businesses which the Impenal Bark cai r>ow 
Bodertake and what are those wHch it is still prohibited to do ’ 
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5 are the provisions contained in the agreement entered 
into between the Imperial Bank and the Reseive Bank? '^hat have you 
to say in thi s connection 

6 W'hat advantages hav^ been derived from the establishment of 
the Impenal Bank? 'Jf'hat in your optnon have beenihe effects of the 
establishment of the Reserve Bank upon its usefulness 7 

7 Of what use has (he Imperial Bank been to the general 
public its customers {oiotsfocfe banks cooperative banks Government 
and foreign banks ? 

8 Give estimate of (he present position of the Imperial Bank 
'i/hat in your opinion should be its policy in future ? 


CHAPTER XVin 

EXCHANGE BANKS 

Exchange bankti are the banks with tbeir bead offices 
abroad Though the epithet to them suggests that the^ 
undertake onij exchange business this is not so Besides 
loing this business, the; conduct ordinar; banking busi' 
Re««aswell, ie, the; lend money at cal), make invest 
nen^, grant loans issue commercial and travellers’ letters 
?f Credit, receive deposits and do agency business But they 
ipeciatise in purchasing and discounting foreign bills and 
lupplying foreign exchanges, and it is this special feature 
:hat differentiates them from the other banking institutions 
of this country. The financing of the foreign trade of India 
IS practically in their bands Really speaking, the fact that 
the Presidency Banks were not allowed to deal in foreign 
exchange business gave scope for these banks to <=pecialise 
in it Even the Imperial Bank was not allowed to under- 
take it till 1934 At present also as we already know it 
does not undertake it to any appreciable extent As far as 
Indian joint stock banks are concerned, none of them was, 
till a few years back, m such a sound position as to take up 
this business Exchange business can only be undertaken 
by an institution if it has pot vast resources No doubt, 
"ome of the Indian joint stock banks do now command 
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them, but there is the question of early start The foreign 
banks doing this business have been doing it for long and 
cannot let any other institution intrude in it The Central 
Bank of India undertook this business some years back hut 
it was probably due to this reason that it could not make 
much headway The oiicumstances under which the ex- 
change banks were established here in India, and the pro- 
gress they have made since then are already known to us 
It now lernains only to examine their present position, 
methods of busines®, and suggestions for the removal of 
defect^, if any 

PRESENT POSITION 

As already stated, the number of the foreign hanks 
working in this country at the end of the year 1940 
was only 17 To these mav be added 3 mote which 
worked only in Burma They had 101 offices m all 
The most aggressive were Liyods Bank with 19 
offices, l^ational Bank of India and Grindlay & Co , each 
with U offices, Chartered Bank of India, Australia and 
China with 10 offices, Thomas Cook & Sons (Bankers) with 
9 offices, and Mercantile Bank of India with 8 offices Be< 
sides, the Chartered Bank of India Australia and China 
with its association with the AIKhabad Bank which bad 
in that year 5b offices usurped this business m many 
other place" 

A" these b'lnks do not publish separate balance sheets 
for their business in India and Burma nothing can be said 
with regar^ to their capital and reserve fund Their 
deposits amounted to Its 8,557 lakhs Bearing in mind 
that they are foreign bank®, this compares very favour- 
ably with those of the Indian joint stock banks — scheduled 
banks (only Indian joint stock banks) had a deposit 
of only Rs 106,10 lakhs It may al«o be compared with 
tho«eofthe Imperial Bank with only Ks 96 03 lakhs The 
foreign banks pay interest on demand deposits also, and 
thi« compels the Indian joint stock banks as well to do so. 
They are responsible for a higher rate of interest also 

Their percentage of cash to deposits was 19 3 This 
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IS very low in comparison with that of the other banks — 
Imperial Bank 25 9 and Scheduled Banks (only Indian joint 
stock bank) 23 6 

No figure of their inrestments is available in India 
and Burma and hence nothing can be said on this ^co^e 

THE METHODS OF THEJB BUSINESS 

Under this beading we have to consider only the 
methods of financing India a foreign trade as the methods of 
doing other kinds of business do not vary from what are 
adopted by the Imperial Bank andjother commercial banks of 
the country This work nsuallyconsists of two operation* 
tiz (1) the financing from the Indian port to the foreign 
port or V ce verfa and (i) the financing from or to the 
Indian port to or from the up country di*tnbuting or 
collecting centres The whole of the first kind of business 
and in some cases the second Lind of business also is in the 
hands of these banks As already seen they have got a 
number of branches in the inland towns and are associated 
with one or more of the Indian joint stock banks It 
IS through them that they perform the second class of 
business 

Trade accounts between India and foreign countries 
are settled through htUs When goods are exported from 
this country a D/A or D/P bill is drawn on the fore gn 
importer or on some firm of an accepting bouse or bank 
in London with which the foreign importer may have 
opened a credit It is either purchased by or discounted 
with a foreign bank doing business in Ind a The amount 
of the bills so drawn is usually in sterling and banks 
pay it ID Indian currency according to the current rate 
of exchange on that particular date Most of these bills 
are documentary and at ninety days sight However 
sight bills as well as those of more than ninety days sight 
are sometimes drawn Then most of them are D/A bills 
only a small Proportion being D/P In fact here in India 
there are banks of almost every country and they give a 
good reference of the nationalsoftheirrespective countries 
and thus enable them to import on D/A term In cases 
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where the foreign importers open credit with «ome London 
firm of an accepting house or bank, there is no need of anv 
reference, and the bills drawn are naturally D/A Hence, 
It IS only when good reference is not available or credit is 
not opened with «ome London firm or banker that D/P 
bills are drawn and such instances are certainly very rare 
The rate for a three months bill is higher than that for a 
sight bill, because it aNo includes interest for the duration 
of the bill at the rate prevailing at the centre on which it 
IS drawn 

The bills purchased or discounted by the foreign 
banks are sent to the importer or the office of the firm or 
bank with which a credit has been opened and accepted 
After the endorsement of the holding bank, they can be 
discounted m the open market, thus enabling thejiolding 
bank to receive in sterhog whose equivalent had been paid 
by It in rupees m India The holding banks may aL«o 
keep the bills till maturity if they do not require funda 
immediately, or have no chance of employing them more 
profitably 

Coming to imports, they are also financed in two 
way The fir^t is generally used in connection with 
imports by Indtan*. and those foreigners who fail to pro 
vide a go^ reference or to open a credit with some Lon 
don firm of an accepting bouse or bank It consuls of the 
foreign exporters' drawing 60 days* sight D/P bills on 
importers in this country and ducounhng them with their 
respective banks doing business m India The discounting 
banks also receive letters of request and hypothecation 
from the exporters m their favour and thus become holders 
of value for bills They, then, present them to the impor- 
ters who accept them but do not receive documents 
attached thereto, as the«e cannot be delivered before their 
payment under the temu. But as without ■'ecuring them, 
delivery of the consignments cannot be obtained and any 
delay in doing it entails a heavy loss arising out of the 
demurrage required to be paid for not clearing them, the 
importers apply to the banks which deliver them “hipping 
documents on the condition of the consignment> relea«ed 
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on their basis being held by them in the form of trust and 
obtain from them trust receipts 

The other method i» generally used in connection 
■with the imports by non-Indians It is very rarely that 
good references are supplied of Indians and they are en- 
abled to open a credit -with some London firm of an accept- 
ing house or bank In such cases it is used m connection 
with the imports by Indians as well Under it, the foreign 
exporter draws a hill on the firm or bank with which the 
cr^it has been opened It may be with the exchange 
^ank itself An advice to this effect is given at the time 
of the sending of the indent to the foreign exporter The 
drawee firm or the bank accepts the bill on receipt of the 
documents and sends them for delivery to the importer 
The exporter is now in a position to discount it in the dis 
■count market The importer p'aces the accepting firm 
or bank with funds a few dtty!> before the date of the 
maturity of the bill accepted by him on bi» behalf. ^ 

The import bills are als( generally drawn in sterling, 
In case, they are drawn on importers in this country, 
interest is charged from the date of the drawing of the 
bille to the approximate date of the arrival of their pro 
<eeds in the exporters country In case they are 
drawn on a London firm of aii accepting house or ban 
ker they are discounted m the London market at the pre 
vailing rate of discount which is always lower than the 
rata of interest charged on the former class of bills 
Discount is charged on these billa only for the period they 
have to run Non-Indian importers in India and some of 
the Indian importers who are enabled to open credit with 
a London firm of an accepting house or bank get un 
advantage over other corapetjtoro who are financed in the 
former way It may also be pointed out that in case 
an Indian importer 1 “ enabled to open credit with a London 
firm of accepting house or bank, he is required to deposit 
at least 15 to 20 per cent of the aggregate amount at the 
•time of the opening of such a credit, while the non-Indian 
importer is not required to do so From this, it is evident 
that Indian importers suffer from serious drawbacks while 
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non India importers in this country are always placed at 
an advantage over them 

As has been observed, almost all our import and 
export bills are drawn in sterling It is only in connection 
with our trade with China and Japan that they are drawn 
in other currencies In the former cases, it is in rupees 
and in the latter in yens 

India has normally a favourable balance of trade 
and hence exchange banks have a surplus of sterling 
This surplus i* purchased by the Ueserve Bank of India 
which has to meet the home charges on behalf of the 
Government of India In case any surplus is left with it 
even After meeting the home charges, it is invested bv it 
in sterling securities on whose basis notes can be issued 
in this country If there is an unfavourable balance of 
trade in any particular year, the exchange banks can pur 
cha'e the sterling from the Reserve Bank which supplies 
the same by reaU<ing the sterling securities It may be 
noted that the Reserve Bank of India is bound by its 
statutes to purchase and sell sterling at fixed rates m sums 
of not less than £10 000 

DEFECTS IK THE FIVAbCIbO OF FOREIGN TRADE 
FOREIGN BANES 

The defects in the financing of our foreign trade by 
foreign banks are obvious 

(1) Our export and import bills, both are drawn mostly 
in sterling This makes it necessary that they should be 
redi'counted in London money market Introduction of 
rupee bills will go a good deal forward td encourage the 
development of a bill market in this country. 

f2) Indian importer* have to import largely on D/P 
terms This is duo to the exchange banks not supplying 
good references of them We already know its disadvan- 
tage to them 

{3) Even tho«e Indian importer^ who are enabled to 
open credit with a London firm of an accepting house and 
are thus enabled to have the advantage of D/A termv, are 
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required to deposit with the exchange banks 15 to 20 per 
cent of the aggregate amount in advance It is not re- 
quired of non-Indian importers 

(4) While in the case of non-Indian®, the documents 
attached to the import bills are sentito their offices for 
examination, in the case of Indians it is not so done They 
are called to the banks’ offices for this purpose 

{5 The foreign banks compel the importers to utilise 
the shipping services of their own nationality 

(6) They also insist on insurance with foreign insur- 
ance companies 

(?) They charge a penalty for the late completion of 
exchange contracts It has already been observed that 
they obtain trust receipts from the Indian importers before 
releasing the documents attached to D/P bills 

There are seme more disadvantages of the foreign 
banks doing business here in India 

(1) They have not appointed Indians on responsible 

posts though they have been working in this country 
for long * 

(2) They are opposed to the development of exchange 
business by Indian banks and tty to create difficulties 
before them 

(3) They have opened their branches m the interior of 
the country also and thus compete with Indian banks m 
other spheres too 

(4) They acquire shares in Indian joints stock banks 
and thus use them to their own advantage 

(5) They oppose the constitutional reforms in this 
country on the plea of danger to their special interests 

THE QUESTION OF LICENSING AND RESTRICTING 
I exchange BANKS 

A® a result of the above complaints against exchange 
banks the question of licensing and restncting them has 
several times been discussed Tho Central Banking En- 
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quiry Committee recommended the abandonment of the 
open door policy with regard to them Germany, Italy, 
Japan, Canada and several others have a system of Iicens- 
mg foreign banks Now that the Reserve Bank of India 
has been established her© it may become the licensing 
authority In fairness to the exishng foreign banks, it 
may be said that they should be given licenses freely for a 
definite period and these must be renewed provided the 
licensing authority is satisfied that the provtsions of the 
Indian law applicable to them and other conditions men- 
tioned m the license have been duly carried out One of 
the conditions must be that they should make separate 
returns in regard to their Indian and non Indian business 
It will enable an easy ascertainment of the position of 
Indian interests in the aggregate interests of the banks 
It has also been suggested that m case of failure of 
tiny foreign bank, the interests of Indian depositors stand 
in need ofiprotection But the contingency contemplated 
1* only theoretical, as those institutions with their vast 
resources and strong position cannot be ordinarily over- 
thrown No doubt, there is some danger when a war 
breaks out. But at such times, as we know, the assets of 
the banks involved are not allowed to be transferred and 
hence there cannot arise any question of difficulty Next, 
they may be prohibited from opening new branches in the 
interior of the country. But there is a doubt with regard 
to the acceptance of this condition by the Governor- 
General in Council who has got a special responsibility to 
safeguard the already existing British inti.rests in the 
country In lieu of or in addition to the prohibition of 
opening new branches, it has sometimes been suggested 
that restrictions should be imposed on the aggregate depo- 
sits which these banks may raise in India It is also 
proposed that no foreign bank should be permitted to 
obtain a controlling interest directly or indirectly in any 
Indian bank This restriction is very necessary with a 
view to prevent them from evading the restriction regard- 
ing the opening of branches The license should also lay 
down that the whole staff, except the manager and one 
more official in each branch, must be Indian Finally 
21 
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these banks should ba required to pay full income-taxon 
their profits earned in this country and reveal all accounts 
to the tax authorities to enable them to assess the tax 
satisfactorily 

If licensing and restricting of the business of foreign 
banks is not brought about, they must themselves improve 
their working by adopting the following methods, if they 
wish to create good will among the Indian people They 
cannot do without it, specially m view of the awakening 
of the Indians and the possibility of their getting full 
freedom in near future 

SUGGESTIONS FOR IMPROVING THE WORKING 
OP FOREIGN BANKS 

(ij They must give good references of the reliable 
Indian importers in the same way as they give of the 
reliable non-Indians. 

(2) They must help them in opening credit with a 
London firm of an accepting house without compelling 
them to deposit 15 or 20 per cent ot the aggregate amount 
in advance Failing this, they must themselves accept the 
bills on their behalf 

(3) They should not place any impediment on the 
drawing of rupee bills The bank rate of the Reserve Bank 
has been at 3 per cent for long and under the oircum 
stances if rupee bills are allowed to arise, there is a possi- 
bility of the emergence of a discount market in this 
country 

(4) They should appoint Indians to responsible posts 
This will result in the improvement of not only tbeir 
business in this country but also in that of their relations 
with the people in general 

(5) They should work m harmony with Indian banks 
and give up their antagonistic attitude towards everything 
belonging to this country. They must also come m agree- 
ment with Indian insurance companies There is also a 
possibility of the^ emergence of Indian shipping, and in case 
it comes into existence, they must support it Their oppo- 
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sition to the constitutional advance of the country should 
also be given up 

SUGGESTIONS FOR INCREASING THE PARTICIPATION 

OF INDIANS IN THE HANDLING OF FOREIGN 
EXCHANGE BUSINESS 

Whether foreign banks are licenced or bring about 
an improvement m their working or do not do anything, 
there is the need of increasing the participation of Indians 
m the handling of foreign exchange business In spite of 
the fact that a number of British banks had been estab- 
lished for this purpose id this country, American, Japa- 
nese, French, Dutch and other banks were established 
nijs Is due to the reason that the extent of a nation s parti 
cipation in its foreign trade depends entirety upon the bank- 
ing facilities obtained by those actually engaged in it It 
IS but natural that the hanks of a country should give 
better facilities to their own nationals Germany and 
Japan could improve then foreign trade and the participa- 
tion of their nationals in it by establishing their own banks 
to handle the exchange business The Central Banking 
Enquiry Committee and the foreign experts both realised 
it and hence suggested that well-established Indian banks 
should open foreign connections for the benefit of their 
customers on the lines of the German banks. 

Besides, a number of ntber suggestions have al-o 
been given by different autbonties with the same end in 
view First of all, it was suggested that Impenal Bank 
of India should bo allowed to take up this busmens The 
restriction caused much annoyance to a large section of 
Indians It was imposed upon the Presidency Banks 
with a view to avoid nsL attendant to it But since the 
country’s adoption of the exchange standard there was no 
such thing and hence there was no reason for its continu- 
ance The Imperial Bank of India was, therefore, by the 
Impenal Bank Amendment Act, 1934, freed to take it up 
As was pointed out by its Managing Governor before the 
Central Banking Enquiry Committee, its 'staff could be 
trained for it in a short time But the bank has, in spite 
of all thw, not shown any interest in this business There 
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are, however, some people who say that it-, policy being 
anti Indian there could not be any advantage to the coun 
try had it even shown interest in it There is evor\ po'-si- 
bility of its fraternisiQB with the existing exchange banks. 

The Central Banking Enquirj Committee recom- 
mended the establishment of a Government exchange bank 
But this was to come in existence only if the Imperial 
Bank did not take up this business Its capital was to be 
subscribed mainly by the Indian joint stock banks and any 
deficiency was to be temporarily mode good by the Govern 
ment There were some members who favoured the taking 
up of all the shares by the Government Besides, they 
were also opposed to the proposal that the Imperial Bank 
should be induced to develop exchange business on the 
ground thut so long as more than one half of its shares 
continued to be in the hands of non Indians, it could not 
be regarded as a predominantly Indian institution The 
ground for their favouring the taking up of all the shares 
by the Government was that the situation created bj the 
monopoly of the exchange banks being difficult, the full 
resources and prestige of the state were needed to bear 
tii»n It for a considerably long time The proposed Indian 
exchange bank was, however, to be forbidden to engage 
in inland business with a view to avoid competition with 
the Indian joint stock banks 

The proposal of the establishment of an Indian ex- 
change bank on the initiative of the state was opposed by 
some people Mr Subedsr, an important member of the 
committee recommended the taking up of the exchange 
business by a department of tbe Reserve Bank whose 
accounts of the business wore to be separate, and whoso 
reserves were to be built up separately to meet any lo'-ses 
tbat might arise from it He was doubtful of the Govern- 
ment accepting the proposal of establishing an Indian 
exchange bank He was also afraid that tho transfer of 
the business from state to pnvate hands which was fo 
desirable in the long run could not bo effected if an 
Indian exchange bank was to be created On the other 
hand, he said that this could be brought about very ea>-ily 
if it was taken up by the Reserve Bank 
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There wa‘5 another suggestion made by the Central 
Banking Enquirj Committee, vtz , that a bank controlled by 
Indian's and non Indian's belonging to the countrie's with 
which India trades, as equal partners, should be established 
to take up this busmens Foreign trade is between two 
parties and it was pointed out that it is opposed to 
the interests of both, that one of them, either Indian 
or non Indian, should dominate its finances The rupee 
capital of this ‘joint bank* was proposed to be supplied 
by Indians, and foreign capital by foreigners abroad, and 
it was to be under joint supervision The profits were 
also to be divided naturally among the partners. 

Still another opinion was that the British banks doing 
major portion of their business m India should get them- 
selves registered here and convert their sterling capital into 
rupee capital and transfer their head offices from London to 
India The advantage of this traDsformcttion was consider- 
able to the British shareholders as the banks could be there- 
by assured of not only retaining their business but also 
of making additions to it, otherwise there is a certainty of 
their being subjected to drastic restrictions jn this country 
in near future and thus being crippled in their busmesi 
A necessary coijdition precedent to it was that of a change 
in the ownership of more than half of its shares from non- 
Indians to Indians But whatever the consequences may 
be, this IS certain that the scheme cannot be expected 
to find favour with the shareholders of these banks 
1 

TE>T QUESTIONS 

I \('by IS i( that the (oreic" banks have got the monopoly of 
exchange bus ness 7 Is there any jastifleation lot their being called 
exchange banks 7 

1 What part do the foreign banks play in the inland business and 
what influence they wield upon Indian banking system 7 

3 What IS the usual method in which the foreign trade of India is 
financed 7 De'cribe in detail the process generally adopted In this 
connection 

4 What are the defects of the financing of the foreign trade of India 
as at present? Explain cleaily 
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5 ^hat criddsms are ccMisIly levelled agaiost the foreign baitlcj 
doing business In India? Give your suggestions for Improving the 
situation 

6 ^if'hat IS your oploion with regard to the licensing and restricting 
exchange banks ? Give concrete proposals On what lines do you think 
such banks can idotm themselves ? 

7. Give your suggestions for the ptarlieipation ol iKiians in the 
foreign exchange business in iMs connection also please mention tie 
various schemes laid down by dillerent authorities 


CHAPTER XIX 

RESERVE BANK OF INDIA 

The Reserve Bank of India was established on Apnt 
1, 1935, in accordance with the provisions of the Reserve 
Bank of India Act, 1934 It is a shareholders' bank, having 
a share capital of rupees five crores, divided into 500 000 
shares of Rs. 100 eaob, fully paid-up 'The entire share 
capital IS owned by the pubiio with the exception of the 
shares of the value of rupees two lakhs and twenty thou- 
sand which have been allotted to the Oovernenent of India 
for disposal at par to Directors of the Central Board of tbe 
bank seeking to obtain the minimum share qu^Ufloation 
They are, however, required to be resold to the Government 
at par on the cessation of a director from being a member 
Separate registers of shareholders ate kept at Bombay, 
Calcutta, Delhi, Madras and Rangoon, and each of them 
serves a separate area av defined in the schedule I to the 
Reserve Bank Act The following cannot hold shares — 

(U Those who are not domiciled in India or Burma 
oi are not Indian or Burman subjects of His Majesty or 
subjects of a State in India or Burma or 

( 2 ) those who ate not British subjects ordinarily ren- 
dent in India or Burma and domiciled in tbe United King, 
dom or any part of His Majesty’s Dominions the Govern- 
ment of which does or does not disoriminato in any way 
against Indian or Burman subjects of His Majesty, or 

(3) those companies which are not registered under 
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the Indian Companies Aet, 1913, or .soaieties which are 
not registered under the Co-operative Societies Act, 1912, 
or any other law for the time being in force in British 
India relating to co operative societies, or banks which 
are not scheduled banks or corporations or companies 
which are not incorporated by an Act of Parliament or by 
anj law for the time being in force m any part of His 
Majesty’s Dominions, the Government of which does or does 
not discriminate in any way against Indian or Burman 
subjects of His Majesty and having or not having a branch 
in British India or Burma, or 

(4) companies or co operative societies which are not 
registered m Burma under any law relating to companies 
or CO operative societies or banks which are not scheduled 
banks 

At a general mealing of the bank or at any election, 
each sbareho der has ono vote for each live shares subject 
to a maximum of ten votes capital of the Bank may 

be increased or decreased on the recommendation of the 
Central Board, with the previous sanction of the Governor- 
Qeneral-in Council and with the approval of the Central 
Legislature The annual genera' meetings of the ehire* 
holders are required to be held within six weeks of the 
date on which the annual accounts of the bank are closed 
Upto the end of the year 19d5, the accounts Vere closed at 
the end of December but since then they are closed at the 
end of June t The Central Government have fixed the 
maximum rate of dividend under section 47 at U per cent 
and »ince the inception of tbe bank, it has been maintained 
The residue of the profit goes to the Government 

MANAGEMENT 

The general superintendence and direction of the 
affairs of tbe business of tbe bank is m tbe band« of a 
central board of directors which consists of the follow 
mg — 

(1) A governor and his deputy governors appointed 
by the Governor-General-m Council after consideration of 
the recommendations of tbe central board. 
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{ 1 ] four djrectota nominated by the Governor-General- 
in-Council, 

(3) eight directors elected by the shareholders on the 
various registers — two each /or Bombay, Calcutta, and 
Delhi and one each for Madras and Rangoon, 

(4) one Government official nominated by the Gover- 
nor General-in Council 

Then, each area has got a local board whose func- 
tions are to advise the central hoard on such matters as 
are generally or specially referred to them and to perform 
such duties as the centra) board delegates to them Its 
constitution is as follows — 

(1) five members elected from amongst themselves by 
the shareholders who are registered on the register fur a 
particular area and are qualified to vote, and 

(2) not more than three members nominated by 
the central board from ammgst the shareholders regis 
tered in the register of a particular area with a view to 
secure the representation of territorial or economic interests 
sot already represented and in particular the repre«>enta- 
tion of agricultural interests and the interest of co opera 
tive hanks 

Meetings of the central dioard are held at lea^t six 
times in each year and at least once in each quarter 

DISTBIBOTIOS OF SHARIS 

The shares were at first distributed between different 


areas as follows — 

Rs 

(Western) Bombay Register 1,40 00,001) 

(Eastern) Calcutta Register ],45DO0(O 

(Northern) Delhi Register 1,15,00 000 

tSouthern) Madras Register 70,00 000 

(Burma) Rangoon Register 3000,000 


A. sort of economic justice had thus been secured by 
allocating increased amount of share capital to the more 
wealthy and important provinces The economic icnpor- 
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tance of Bombay and Calcutta had been further secured 
by permitting the shares of the value of 35 lakhs to be 
subscribed therein if lesser applications were to be received 
from Delhi area But no such thing happened as the 
applications from Delhi area had been received to a larger 
extent than w as required 

An attempt was also made to allot shares to the 
largest number of people though in a number of not less 
than 5 to each But the tendency has been since the incep 
tion for the "shares to be concentrated m fewer hands 
Hence, with a "view to counteract it a provision was made 
in 1940 in the second amendment to the Re'^orve Bank Act 
of that year that no person could, after March 26, 1940, he 
registered as a shareholder m respect of any additional 
share held by him whether m his own name or jointly with 
another per‘=on or persons m excess of a total nominal value 
of Ra 20 000 The number of shares held in Bombay area 
has been increasing at the expense of those of otlier 
areas 


CRITICISM OP THE Rt'ER'E BANK ACT 

As the successful working of the bank depends on a 
carefully formulated plan we must at this stage scrutinise 
the Reserve Bank Act with a view to see it has been 
wisely conceived 

There is no guarantee of the fact that there will be 
a national control over the national currency and credit 
policy of the bank No doubt the broad outlines of the 
monetary standard, its organisation and policy are required 
to be formulated by the legislature which is supposed to be 
■a representative body of the national interests but its deci- 
sions are subject to the vetoing power of the Governor- 
General and depend on his capnee He is, m fact, autho 
tised to refuse the introduction of any legi’^Iation concern- 
ing currency and exchange pohey and there is every fear 
■of his doing so if it runs counter to the pursuit of the Im- 
perialist policy BO far adopted by His Majesty’s Govern- 
ment The fixing of exchange rates of the rupee between 
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1' 5?t|d and Is 6^^ d against popular opinion jq a noint 
of instance 

2 Though the fact that British subjects of those 
Dominions which discriminate against Indiana have been 
disqualified from holding any shares of the Reserve Bank 
IS surely a step m the right direction, it would have been 
still better had the permission to non-Indians to hold shares 
not been given at all As scheduled banks can hold 
its shares, it is also possible that the foreign banks 
working m India may become its shareholders But as 
against this, it may be said that it has been wisely enacted 
that no bank officer except that of a co operative bank can 
become a director of the Reserve Bank 

3 Urban co operative banking tending to approxi 
mate to commercial banking, the joint stock banks consider 
the privilege given to a co operative bank officer to become 
a director of the bank as utterly unjustifiable 

4 There is the restriction of the right of a share 
holder to vote by a proxy except through a brother share 
holdeT,. and this is nolhntg but considerably 
principle of one vote for every five shares and ten votes 
as the maximum for one share bolder is also good 

5 It ought to have been mentioned in tho Act that 
the Governor General in making nomination to the central 
board will not be prejudiced by racial or communal feelings 
Although the principle of securing continuity of policy is 
desirable, a provision ought to have been made iq the Act 
to the effect that at least two of the four nominiited direc 
tors -vould be changed after every five years 

6 The currency of the country has been unneces 
sanly tied to the chanot wheel of sterling which has in it 
self no stability in value The linking of one country’s 
currency to another country s currency is in fact; a sign of 
dependence of one counlrj upon another, and hence pro- 
duces an inferiority complex which ought not to l»e allowed 
to anse in any case 

7 Modern banking being in its infancy m this 
country, some of the provisions of the Act, a detailed study 
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of wbioh shall be made later on, do not conform to its 
requirements Tbo'^e must be changed in the light of the 
experience gained 'o far and as suggested hereafter 

FONCTIOVS 

The function- of the bank, ar© two in number — 

(.1) Central, and f2) General 

(1) Central 

1 The sole riqkt to issue bank notei in Briltsh Indta 
Under the India and Burma fBunna Monetary Arrange 
meats) Order, 1937, it has aNo the «ole right to issue 
bank notes in Burma It maintains a separate department 
called the Issue Department, the as«ets of which are 
kept distinct from those of its Banking Department The 
assets of the Issue Department consist of gold coins and 
bullion, sterling «ecuntie'-, rupee coin* (rupee note* in- 
cluded eince JuIt, 19401, rupee -ecurities and trade bills 
Of these, 40 per cent must consist of gold com and bullion 
and sterling securities provided that the amount of gold 
coin and bullion is not le«s than R* 40 crores in value fto 
be re'bkoned at d 47512 grams of 6ne gold per rupee) The 
sterling securitie* may consist of (ol balance* held with the 
Bank of England. (6) bills of excliange bearing two or more 
good signatures and drawn on and payable at any place in 
the United Kingdom and with a maturity of not exceeding 
90 day*, and (c) the securities of the Government of the 
United Kingdom maturing within five years There is 
a provision for a reduction in the percentage of the*e 
asset* with the previous sanction of the Governor General- 
in Council for periods not exceeding 30 days in the first 
instance, which may, with the like sanction, be extended 
from time to time by periods not exceeding 15 days, on 
condition of the Bank’s payment to the Governor.General* 
in Council a tax on the amount of deficiency at the bank 
rate for the tune being in force with an addition of one per 
cent per annum when the percentage of the holding of 
these asset* IS not les* than3'|^and of a further per 
cent per annum in respect of every further decrease of 2^ 
per cent or part of such decrease, but the tax is not in any 
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event payable at a rate less than 6 per cent The remainder 
of the assets are held in rupee coins (rupee notes included 
since July 1 940). Government of India rupee securitie*’ of 
any maturity, and certain kinds of inland bills of exchange 
and promissory notes 

In actual practice thebanhbas so far maintained a 
much higher percentage of gold and sterling securities 
against its total liabilities 

2 The riglit to hold the cask balances of the Scheduled 
Banks As already indicated, every scheduled bank is re 
quired to maintain with it a minimum balance equal to 5 
per cent of its demand and 2 per cent of its time liabilities 
This IS with a view to enable it to u«e the reserve freely 
m emergencies to support the scheduled banks whenever 
they seek its assistance as a lender of the last resort 
It is also possible for the Reserve Bank to iniluenco 
the credit policy of the Icbeduled banks through vans 
tions m the cash holdings by means of open market oper- 
ations, t e , the purchase and sale of Government securities 
or bills direct]} This can be done also through its bank 
rate policy But there has so far not arisen any occa- 
sion for the bank to take these steps Its bank rate has 
remained unchanged at 3 per cent since November 28 
1935 Aa regards its loaning policy, a mention of the same 
has already bean made m the chapter on Commercial 
Banks Finally it grants agricultural credit as well on the 
conditions already referred to in the chapter on Agricul 
tural finance 

3 The obttgaUon to <e// and purchj •' ntedinq at fixed 
rates with a view to mainlam the external lalue of the 
rupee First of all, it is obliged to sell, to any person 
who makes a demand and pavs the purchase price m 
legal tender currency, sterling for immediate delivery in 
London at a rate not below Js 5«| d. for a rupee Next, 
it IS also obliged to purchase sterling at a rate not higher 
than Is 6 ib d for a rupee No person is, however, entitled 
to buy or sell an amount of sterling less than pounds ten 
thousand It has also the obligation to meet the exchange 
requirements of the Government for which purpose it 
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purchase® sterling from the scheduled banks by weekly 
tender or at an mtennediale tap rate 

The u®ual method foUoTed m tht' resp ct ts that 
tenders are invited' for the sale of sterling ordinarily m 
amount-^ of not less than the eijuivalent of rupees one lakh 
once a week, the date on which these are to be received 
and the amount to which the bank is prepired to pur- 
chase on that date being announced in the press 
and also m the notices eibibited at the offices of 
the bank at which the tender® are to be received. The 
puTcnases ate made at all offices of the Banking De- 
partment of the bank as web at the uranch of the I«su0 
Department at Karachi A tender* maj be made for the 
total amount specified m the announcement or for any 
portion thereof but in a multiple of £ 1 00) but no' for le®s 
than £ 7.501) The quotation is required to be expre'®ed 
in pence and a fraction of a penny per rupee, such fraction 
being expressed m multiples of 3*3 of a penny In fact» 
tender forms are available at each office On tht acceptance 
of the tender in part or whole, if in part m mu tip'es of 
£ 1,000 except when it is for the minimum amount i,e, 
£ ?00, payment of the rupee equivalent is made on the 

presentation of a receipt to the effect that telegraphic ins- 
tructions have been given to the agents m London to pay 
the ste*hng loimediately for the credit of the bank This 
IS done on Friday or if Friday i« a holidav on «uch 
other day as may be «pecially notified If any scheduled 
bank wishes to sell inlerme<hate sterling, it makes the 
offer and the bank accepts or rejects it In case of accep- 
1 tance, the rate is communicated by the latter to the former 
Offer for sales of intermediate sterling is never for 
amounts le®s than £ 2o,000 in the case of Bombay and 
Calcutta, and £ 10,000 in the case of Delhi, Karachi, Mad- 
ras and Bangoon 

4 The r\gfit to transnet Gnernmen' buginois m 
Inlia, and hold their balances free of interest For this 


I Alter the outbreak olOte the invitation oF tenders for the 
iaieot sterling bas been di’coolinBed The baiu purchases since thets 
sterlirr^ by accepting intermediate offers 



334 


BAl^KINO IN INDIA 


purpose it has entered into separate agreement with 
the central government on April 5. 1935 Under this, 
at has undertaken to receive monies on Government 
account and to make payment up to the amount standing 
to its credit and also to carry out its exchange, remittance 
and other banking tramanctions free of any charge 
At places where it has no branches or agencies, the 
money transactions ate earned on by the Government 
itself at Government treasunes and sub freasunes number 
ing 1,300 approximately It has also been entrusted 
with the management of the public debt and the issue of 
new loans, and for this it is allowed to charge half-yearly 
•a commission at the rate of Ra 2 000 per crore per annum 
on the amount of public debt at the close of the half year 
for which the charge is made It maintains cur- 
rency chests of its Issue Department at its offices and 
branches, those of its agencies, and treasunes and sub 
treasuries and keeps them supplied with sufficient notes 
and coins to provide currency for Government transactions 
and public remittances 

The debts of the Government may be long term or 
abort term A. detail of these is always published in the 
Annual Report on Currency and Finance, now issued by 
the Reserve Bank of India There ate various {otrns of 
paper in which long term debts have been floated, and they 
all go by the name of Government securities 

Short term loans are, however, issued in the form of 
treasury bills and are usually for a period not more than 
3 pionths Arcangement for their sale is made at all the 
offices and branches of the Banking Department of the 
Reserve Bank (except at Delhi either by tender or at an 
intermediate tap rate On a decision that the tenders 
should be called for, a press communique stating the date 
of the receipt of tenders, the amount and the currency of 
the bills offered for tender, and the date cn which payment 
for accepted tenders will be required to be made is is<iued 
to the press for publication and is also sent to important 
banks, brokers and firms The tenders contain the term of 
the bills applied for, the amount for which they are requir 
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ed and the rate which the tenderer is prepared to pay, which 
IS expressed in rupees, annas and quarter annas for each 
Rs, 100 nominal of the bills applied for Treasury bills are 
available in the denomination of only Rs 2a, 000, Rs 50,000, 
Rs 1 lakh Rs 5 lakh® Rs 10 lakhs and Rs. 50 lakhs On 
a decision to sell intermediate treasury bill on tap, an 
announcement to this effect is ordinarily included in the 
communique giving the results of the tenders 

In case, accommodation for still s lorter periods is 
required, it is available from the Reserve Bank m the form 
of Ways and Means Advances 

On the inauguration of the provincial autonomy on 
April!, 1937, agreements were also entered into between 
various provincial Governments and the Reserve Bank 
of India Under India and Burma Order, 1937, an 
agreement was entered into also between the Government 
of Burma and the bank Except in certain respects, such 
as the restriction on inter.provmoial remittances, on the 
total of waye and means advances, etc , these agreements 
are more or less similar to that entered into between the 
central government and the bank Under the powers 
conferred on the autonomous provinces, they 'can now float 
both long term and short term loans in the same way as the 
central government The provincial governments ate, 
however, under the terms of the agreements, required to 
maintain with the bank such minimum balances as may be 
agreed between them and the bank from time to time 
Any deficiency in the same is met by ways and means 
advances For remittance of funds between one province 
and another however, it charges a commission equal 
to that charged by it from the co operative banks and 
societies— no charge being made for the transference of 
money m the same province 

As a banker to the vanous Governments, it acts also 
as an adviser to them on financial matters 

5 The obUgatton to perform certatn aubatdiarg duties 
The above are the fundamental central banking functions 
Besides, there are certain ancillary functions which it 
carries on These include (a) the supplying of different 
forms of currency, (f>) the extension of remitlanc© 
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facilities, (c) the management of the clearing house, (d) the 
rendenng of advice on financial matters, (<?) collection and 
distribution of banking statistics, etc 

Taking (a) the supplying of different forms of cur- 
rency, first it may be said that the bank IS under obligation 
to I'sue rupee coins on demand m exchange for notes and 
Dice lersu. Since July *940 rupee coins include one rupee 
Government of India note:> as a temporary measure under 
the Defence of India Act It is al«o under obligation to 
issue subsidiary coins and take them back. As all those 
forms of currency, t e , rupee coins including one rupee 
Government of India notes and subsidiary coins are manu 
factored only by the Government, there is a provision for 
the supply of these by it to the Bank In case the latter 
has a surplus of them, it can also give the «ame back to the 
former 

Coming to (6) the extension of remittance facilities, 
as has already been observed, it maintains currency chests 
of its Issue Department at its offices and branches, those 
of its agencies and treasuries and sub-treasunes and keeps 
them supplied with sufficient notes and coins to provide 
currency for'Qovemmenl transactions and public renit. 
tances Since Oct I, 1940.it has lotroduced a new scheme 
for remittance*, under which concession rates for those 
have bean extended to the public, oo operativo banks and 
>>ucieties, scheduled banks and oertain non scheduled banks 
and indigenous bankers The rates for co operative banks, 
scheduled banks and non scheduled banks have already been 
given These for indigenous bankers are the same as for 
non scheduled bank®, and those for the public are as 
follows — 


UptoRs 5,0t0 
Jiate bmiwum charge 

per cent K* as p 

1/8 0 4 0 

for drafts and mail 
transfers 

] 0 0 
for telegraphic 
transfers 


Over Rs 5,000 
Rate Altnimum chtirqe 
per cent Rs as p 
1/16 6 4 0 
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As regards (c) the znasagement of clearing bouses, it 
has been taken over by the bank in most centres where 
it has its offices and branches, the exception being in 
Calcutta and Cawnpore In Calcutta, it is managed by- 
a supervisor appointed by the General Committee of the 
Clearing Bank’s Association, and m Cawnpore by the 
Imperial Bank of India^ In other places also where there 
IS no office or branch of the Reserve Bank, the work is, 
of course done by this institution though the bank is 
empowered to frame rules for the regulation of clearing 
houses, it has not found it necessary so far to frame any 
such rules, and all the clearing bouses consequently con- 
tinue to retain their previous autonomous character 

Then, there is (d) the rendering of advice on financial 
matters As already observed in their respective contexts, 
the bank renders advice on financial matters to various 
Governments, scheduled and non-scheduled banks, co-opera- 
tive societies and banks, and land mortgage institution^ 
In fact, it IS prepared to render this service to any body 

Finally, there is (<) collection and diffusion of banking 
statistics, etc The bank prepares and transmits first of ail 
to the central government a weekly account of its Issue 
and Banking Departments which is published by Govern- 
ment in the Gazette of India Then, it publishes each 
week a consolidated statement of the returns received from 
the scheduled banks— a reference to which has already 
been made Beside^) these, it supplies to the press from 
time to time communiques regarding treasury bill sales 
clearing house figures, Government loans, etc It has 
also now taken over from the central government, the 
compilation of the Annual Report on Currency and Finance,’ 
and of the Statistical Tables Relating to Banks m India. 
Finally, it publishes a monthly statistical summary, and its 
Annual Report. 

2 General Banking Fanctlons ' 

1 The accepting of money on deposit without interest 
and also collection thereof. 

2. The purchase, sale and rediscount of bills of ex- 
change and promissory notes, drawn on and payable m 
^2 
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purpose of financing seasonal agncultural operations or 
marketing of crops. 

5 The making to the Governor-General in Council 
and to such local governments as have the custody and 
management of their own provincial revenues of advances 
repayable in each case not later than 3 months from the 
date of the making of the advance. 

6 The issue of demand drafts made payable at its 
own offices or agencies and the making, issue and circula- 
tion of bank post bills 

7, The purchase and sale of government securities of 
the United Kingdom maturing withiiH^O years from the date 
of such purchase. 

8 The purchase and sale of seounties of the Govern- 
ment of India or of a local government of any maturity or 
of such securities of a local authority m Bnti<h India or 
of such states in India as may be specified as such 
by the OovernorOeneral-in-Counci) on the recommenda- 
tion of the central board The securities guaranteed by 
the above authorities with regard to the principal and 
interest will also' be included in this The aggregate 
amount is limited at any tune to the bank’s share capital, 
reserve fund and three-fifths of the liabilities of the Bank- 
ing Department in respect of deposit^. The value of 
securities maturing after one year and of those matunng 
after 10 years should not exceed the capital and reserve 
of the bank plus in the order of mention f and i of deposit 
liabilities of the Banking Department 

9 The custody of monies, securities and other arti- 
cles of value and the collection of proceeds, whether prin- 
cipal, mterest or dividends, of any such secunlies. 

10 The sale and realisation of all property, whether 
movable or immovable, which may in any way come into 
the possession of the bank in satisfaction, or part satisfac- 
tion of any of its claims. 

11 The acting as agent for the Secretary of State 
in Council, the Governor General in Council or any local 
government or Vocal authority or state in India for the 
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purchase and sale of gold or silver, the purchase, sale, 
transfer and custody of lalJs of archango, secunties or 
shares in any ooTipany, the collection of any proceeds, 
whether principal, interest or dividends, of any securities 
of shares, the remittance of such proceeds, at the risk, of 
the principal, by bills of exchange payable either in India 
or elsewhere and the management of public debt 

12 The purchase and sale of gold com and bullion 

13 The opening of an account or the making of 
an agency agreement with, and the acting as agent or 
correspondent of, the central bank of another country or 
any international hank formed by various central hanks 
and the investing of its money in the shares of the latter 

14 The borrowing of money for a period not exceed- 
ing one month and giving of security for it This borrow- 
ing IS, however, limited in India to the aggregate amount 
cf its share capital from a scheduled bank, and outside 
India from a central bank (no limit as to the amount). 

15 The making and issuing of hank notes as already 
indicated. 

If) Generally, the doing of any such functions as 
maybe incidental to or consequential upon the exercise 
of its powers or the dubharge of its duties 

From the above it is clear that the bank cannot deal 
with the public in such a way as to compete with the sche- 
duled bank" It can do so when, in the opinion of the 
central hoard or any other authority to whom or to which 
its powers have been delegated, a special occasion arises 
making it necessary or expedient to do it for the purpose 
of regulating credit m the interests of Indian trade, com 
merce, industry and agriculture It has also been expressly 
prohibited from doing certain kinds of business 

BUSINESS WHICH IT CANNOT TRANSACT 

1 The bank cannot engage in trade or otherwise 
fiave a direct interest in any commprcial, industrial or other 
undertaking In case it acquires the^n m satisfac- 
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tion of some claim, they must be disposed of as soon as 
possible 

i It cannot putchase its own shares or the shares 
of any other bank or of any company or grant loans upon 
the security of any such shares 

3 It cannot advance money on mortgage of, or 
otherwise on the security of immovable property or docu- 
ments of title relating thereto, or become the owner of 
immovable property, except so far a? it is necessary for its 
own business premises and rosidonces for its officers and 
servants 

4 It cannot make loans or advances or draw or 
accept bills payable otherwise than on demand or allow 
interest on deposits or current accounts 

ACTOAL OROAKISATION 

As was said at the commencement, the bank was 
established on April 1. 1935 Ho doubt, the Act creating 
it bad received the absent of the Governor General on 
March 6, 1934. but a good deal of spade work bad to be done 
before its actual establishment On December 10, 1934, 
the Governor General in Council appointed the first Gover- 
nor and Deputy Governors of the Bank and 3 days later 
the central board of directors was formed It may be 
said that the first board of directors had to be formed by 
the Governor-General in Council Then, the shares were 
issued and this involved the usual preliminary work, 
arrangements for suitable premises for its offices and 
branches and for the transfer of "taff from the Currency 
Department of the central government and the Irapenat 
Bank were made Agreements were also entered into 
between the bank and the Government and the Imperial 
Bank, the terms of yhich have already been given Rules 
for the internal working e g , general regulations of the 
bank, those for elections, meetings of shareholders sche- 
duled banks, refund of notes, expenditure and staff, were 
framed On the date of its establishment it assumed the 
duties of the Controller of Currency in connection with 
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the note issue and Teaeives, sterling purchases, and the 
administration of the secunties, and of the Imperial Bank 
in connection with the management of the various govern 
ment, accounts, the public debt and clearing houses On 
July 4, 1935 its first bank rate was announced, and the 
next day the scheduled banks deposited their rainiraunv 
deposits The notes of the bank itself were, however, first 
issued in 1938 

The bank s head office, called the central office, is 
now permanently situated in Bombay except for the bulk 
of the secretary s section which moves between Bombay 
and Calcutta with the Governor This section deals with 
board and committee meetings, annual general meetings, 
correspondence with the central government on the ques- 
tions of currency and exchange, floatation of the loans and 
treasury bills of the various governments and their 
management, -ways and means advances, etc The other 
sections are the chief Accountants Section, the Agncul- 
tural Credit Department, and the Exchange Control 
Department, and each of these is further sub divide<l 
into sub sections A mention of the sections of the 
Agricultural Credit Department and the activities 
of the Agricultural Credit Section has already been 
made The banking eectioo deals with all pTob!en> 
relating to the scheduled and non scheduled banks, tender” 
advice on banking and financial matters to banks and 
governments, and prepares reports on these matters as 
and when required The Statistical and Research Section, 
on the other hand, studies various statistics and compii® 6 
them It also undertakes researches on various problems 
There remain now the Chief AccouTitann, Section and the 
Exchange Control Department 

The Chief Accountants Section maintains and super- 
vises the accounts of the Issue Department It Also deals 
with the hank's expenditure, appeals for the'refund of 
notes, remittance of treasure, distribution of note® and 
coins, and administration of the bank The Exchange 
Control Department IS a war tune product and deals with 
the work relating to the control of dealings in coins. 
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bullion, <?ecuntie'? and foreign exchange which was dele- 
gated to the banLunder the Defence of India Act 

Its other offices and branches are either the offices 
and the branches of the Banking Department or the 
branches of the Issue Department The offices and the 
branches of the former are, at present, in Bombay, Cal 
cutta, Delhi, Madras and Rangoon and in Cawnpore 
Karachi and Lahore respectively and the branches of the 
latter are in Bombay, Calcutta, Cawnpore, Karachi La 
here, Madras and Rangoon It has an office in London 
also since April 1936 for the management of the rupee debt 
of the Government of India enfaced on London and of the 
accounts of the High Commissioner for India m London 
The Imperial Bank of India is the bank s sole agent in all 
the places where it has its offices but the Reserve Bank has 
none As already stated the Imperial Bank of India bad 
390 offices at the end of the year 1940 Besides, there are 
about 1300 Government treasuries and sub treasuries where 
the bank maintains currency chests 

ACHIEVEMENTS 

ibebank was ostabU»bed with high hopes and we 
must at this stage look as to whether they have, s© far, 
been fulfilled to any extent First of all, the monopoly of 
note issue was given to it with a view to enable it to have 
a complete control over the volume of cash and therefore 
credit m the country We already know that the Imperial 
Bank of India had failed to do so because it had not been 
given this monopoly Control of the monetary system 
m any country depends upon the control of the purchas 
ing power in it and as m some countries notes or notes 
and coins which comprise their legal tender constitute 
the oulfc of it, their controUiAg authoritv should have 
a monopoly of their i«sue India is a countrj of 
this type As regards the relative importance of the notes 
and coins, it maybe said that the use of the former has 
been increasing for a few decades Since the post-war boom 
year 19’0. there began a return of rupee coins and it 
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has continued till this day with exceptions m certain 
months as a result of the present war On the basis of 
the evidences before the Hilton Young Commission, it may 
be said that includmg Rs 85 crores of silver coin and bullion 
held in the Paper Currency Reserve there were in is®ue 
at that time Rs 350 to 400 crores of rupee coins, and of 
these only Rs 150 crores were in actual circulation Surely 
the latter figure could not have increased by now, and as 
against this at the end of (he year J04I, there were nofe^ 
worth Rs 340 crore® in issue, and approximately worth 
Rs 300 crores m actual circulation From this, it is obvi 
ous that notes outnumber rupee coins by a large margin, 
and hence the authority controlling it can control the 
monetary system in India As between note currency and 
deposit currency al«.o, it may be said that the former is 
laore^ important, but as will be observed later an attempt 
has also been made for the control of the latter 

In connection with the present reserve arrange 
ments for the notes issued. It may be pointed out that they 
have been devised more with a view to roaintam the 
sterling value of the rupee than with a view to the encash 
ment of notes It seems to have been supposed that the 
people of this country have full confidence in them and 
shall be content with (heir supplies dunng a crisis UHiat- 
evet it be there cannot b« any denying of the fact that this 
IS not a good practice In order 'to inspire confidence 
arrangements must be made for Iheit conversion into gold 
as well 

No useful purpose is served by the separation of 
l^sue and Banking Departments of the Bank. It is a 
copy of the peculiar feature of the English system and 
has not been found necessary over a period of a century 
since 1844 when tbis practice was first adopted by the Bank 
of England in any country outside the Briti«h Empire The 
old rivalry between the currency 'chool and banking 
school does not exist now 

Coming to the control of the deposit cuTency, it may 
be said that the power of a central bank in relation to it 
depends upon firstly, bow far the banks can influence it by 
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their own policy and secondly, how far they in their own 
turn can be influenced by the central bank As is 
already known to us there is not much influence of the 
banks on the determination of the volume of deposit 
currency This is, in fact, made possible if it is depend- 
ent upon the creation of credit The market in this 
country does not usually seek accommodation from the 
banks, and in its absence the question of the creation of 
credit and hence that of the determination of the deposit 
currency does not arise As for the relationship between 
scheduled banks and the Reserve Bank of India, nothing 
can be said at this stage as the creation of tbe latter has 
coincided with an ease of conditions in the money market 
and plentitude of funds The real test is still to arrive, and 
when it arrives, what happens, is to be seen T,h6 Bank is 
of course armed with suitable weapons, v\z bank rate 
policy and open market operations 

It is meant to exercise pressure on individual banks 
in favour of better*^ banking policies and practices and this 
It has done by laying down in its Memorandum dated the 
7th December, 1933 on Ducounts for and Advances to Scbe 
duled Banks that m extending its credit to them it will take 
into consideration not only the nature of the security offer- 
ed to it but also the general character of the investments 
of the applying bank, tbe manner in which its business as 
a whole is being conducted, whether for instance « offers 
excessively high rates of interest in order to attract de- 
posits, whether it seeks help from the bank in normal times 
when funds in tbe money market are ample and whether it 
has been overtrading and extending an undue amount of 
credit for speculative purposes in commodities or securities 
or indulging in unsecured business to an excessive extent 
This will, of course, go a great deal to improve the 
situation But two more provisions are needed First 
of all, tbe bank must have a power to obtain information 
from or enforce inspection on any of them at any time At 
present this is possible only on tbe willing co operation of 
the banks themselves As will be seen elsewhere, 
difficulty arose because of the lack of this provision 
m the case of Travancoie National and Quilon Bank,. 
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Secondly, its influence and pressure must be extended over 
the non-scheduled banks as well So far they are outside 
its orbit 

The bank was also expected to bring the indigenous 
bankers in its fold, improve the machinery for dealing with 
agncultural finance and suggest methods for effecting a 
closer connection between agricultural enterprise and its 
own operations This had been made obligatory upon it 
hy Section 55 But as has already been observed nothing 
substantial has so far been done by it towards this en<l, 
except the issuing of the Preliminary and Statutory 
Reports 

Before the establishment of the Reserve Bank of 
India, there remained a very wide gap between the rates 
of interest in the busy and dull seasons It has already 
been ob'erved that this could not be bridged over by the 
Imperial Bank in spite of the fact that it bad been given tiic 
power to obtain loans up to a maximum of Hs U crores 
from the Paper Currencv Department of th» Government 
The Reserve Bank has, however been successful in this 
its hank rate has been constant at 3 per cent since Rove n 
her 1935 and all demands of currency during bu'j 
seasons are met by a, reduction of the notes held in the 
Banking Department The extent to which this is done 
can be measured by the difietence between the maximum 
and minimum of them held hy it It has been much more 
than the average seasonal difference of Rs 12 crores in 
the cash balances of tboimpenal Bank in the pre*depre'sion 
period of 1921 — 2‘1 

Tlie bank has been created with a view to minimi e 
bank failures as well It is expected that it will come to 
the rescue of those, in times of ensfs, which maintain a 
good position generally It is very easy for it to do 
this with Its unified reserves and power of issuing note® 
But as has already been observed it did not manage the 
things satisfactorily m connection with the Travancore 
National and QuiIob Bank which was involved in difficulty 
m 1938 and ultimately crashed A, little before the 
suspension, the bank in question had applied for ail. but 
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it had been refused because the Reserve Bank insisted on 
an investigation before giving «dch aid No doubt, this was 
intended to cover only the bi^er loans and items in the 
balance sheet But as was rightly pointed out on its behalf 
the news could not but precipitate the very evil which its 
object was to avoid 

Finally, however the hank agreed to an investigation 
just a little before the final end, but it was too late to be of 
any use The position taken up by it was, in fact, justifiable 
The proper time to investigate was not when it was actu 
ally gasping for breath but during the preceding three 
years when it was on the list of the schedule banks Only 
two years before the crisis, the Reserve Bank had granted 
it a considerable credit with a view to help the putting 
through of the amalgamation scheme, and doubtlesslv tbi® 
could not have been done without a proper investiga 
tion There was another ground a« well o» which assi« 
tance was refused and it may be said that this was 
sufficiently reasonable The in«titution was a Native State 
institution and there were possibilities of difScuIttes m case 
of Buspen'iion as to the assets which could be availed of by 
British India creditors and those which might be seized bj 
the Native State for the payment of the local creditors 
The bank insisted on the assistance being given only 
against assets which were segregated and clearly assigned 
to It Further^ there was the third reason but this was 
also not reasonable The Travancore National and Quilon 
Bank had withdrawn the greater part of its legal reserves 
with the Reserve Bank and it was pointed out that for 
this reason it did not deserve any help of the latter 
But as against this, it may be said that so long as the T N 
and Q Bank paid the prescribed p'^nalty interest there was 
nothing wrong in it Besides, the withdrawals were the 
unavoidable sequel to the refusal of the Reserve Bank to 
give any aid except after an enquiry Finally, there were 
certain difficulties of the interpretation of the rules in the 
Reserve Bank Act As already observed, the advances 
under them could be made on the security of bills of ex- 
change and promissory notes maturing 90 days after the 
date of purchase It was contended that the demand pro 
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missory notes which the bank offered did no* fall in this 
category It was also held that the bills and promissory 
notes on which the bank was authorised to Brant loans 
could be only those in whose support the docuni®rit^ of 
to goods had been transferred to the borrowinS bank and 
not the goods themselves As we know, this is far from 
the realities Warehouses and consequently warehouse 
receipts do not exist in this country There !«< something 
wrong with the Act itself and it is idle to prd^cnbe such 
documents as a basis for central bank as>>istanoe 

DANK Rate polic\ 

Bank rate policy as a weapon of credit control had 
been devised in India with the establishment of f*'® loi 
penal Bank But it could not prove effective to the 
various reasons First of all, as ha« already b?on observ 
ed, the Imperial Bank itself did not adopt it wit™ » 
control credit It was more interested in maki^Sl 
acuUxaivca to. xta •viotatv'ia df fh® 

rate with this end m view Next the effective”®*’ 
policy depends upon the extent to which panks seek 
accommodation from the central bank, and as w® know the 
banks m India did not do so from the Imperial ..®®* 

Sides, the Imperial Bank Itself did not grant ere®** f® ‘hero 
whenever they needed it and raised all sorts of questions 
Finally, the market in India did not depend 
dation upon the banks As far as possible it fululloa its 
own needs, and the rate of interest char^®” on it 
depended more or less upon the customs of a particular 
market It did not bear any relation to the euPPly *,na 
demand for money at a particular time In En^l®”®, there 
IS a fixed relation between the bank rate and other rates 
of interest as la evident from the illustration^®” 
Chapter VII, but this cannot be said of India 
past or at present 

Aa already observed, bank rate in foreign 
is now.a.daya the rate of interest on which the 
bank is prepared to make advances on the basis of the 
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government securities, or the rate of discount, at which it 
IS prepared to discount first class bills But, in contrast 
to this Imperial Bank rate was the rate of the first kind 
For discounting hundis, there was another rate viz the 
Imperial Bank bundi rate, and it may be said that this 
was sometimes higher and at others lower than its bank, 
rate The bank rate was fixed weekly end did not usually 
change in the intervening period, but the discount rate did 
change according to the daily conditions 

Reserve Rank of India’s bank rate is, however, the , 
rate at which the bank is prepared both to grant loans on 
the basi® of government securities and to discount first 
cla«s bills and bundis No doubt, this is in accordance with 
the practice followed by the central banks m these days, 
hut the conditions in this country demand a variation As 
IS known to us, bills and bundis are not much m use in 
India, and there Is a need of popularising them In order 
to achieve this end, it is necessary that the bank rate 
of the Reserve Bank of India should be only the rate for 
discounting, and the rate for making advances on the basis 
of government securities should be different and also a 
bit higher than the bank rate This will surely be a diver* 
gence from the practice followed these days m other conn* 
tries, but will be in the interestof ^ndia, and hence, must 
be adopted as soon as possible 

When the Reserve Bank of India was established, it 
was thought that its bank rate would be more effective 
than that of the Imperial Bank because of several reasons. 
First of all, the scheduled banks are required to maintain 
a fixed percentage of their demand and time liabilities with 
it, falling which they ate fined at a graduated rate which 
IS higher than the bank rate It was thought that 
this would restrict them from granting loans to their 
customers at rates lower than the bant rate, and also from 
allowing interest on deposits at a higher rate than it 
Then, these banks can have no objection in rediscounting 
their customers hundis with the Reserve Bank for there 
IS no fear of any loss by the disclosure of their bill 
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portfolios to one who does not ccmpete with them. 
Further, the Keitrve Bunk has been charged with the 
obligation of being a lender of the last resort, and it can 
di«charg0 its responsibihty to that effect very efficiently 
because of the unification of different reserve? with it and 
because of its sole -power of issuing notes But there is a 
serious defect in its constitution, vis, that indigenous 
bankers are out of its fold It is they who finance the 
monetary needs of trade, industries and commerce in this 
country to an appreciable extent, and hence the central 
bank with the object of controlling credit cannot bo success- 
ful in its attempt without taking them into its fold 

The power of a central bank to control credit depends 
upon two factors vis , how far the money market is accus- 
tomed to depend on its own funds and on funds borrowed 
from banks and how far banks themselves depend upon 
their own resource-’ and those of the central bank! The 
volume of bills and hundis arising in India is very little, 
and credit is made available to the market by the indigenous 
bankers from thvir own resources. The banks are also 
not very much dependent for the creation of credit on 
the Reserve Bank They are required to deposit a very 
low percentage of their liabilities- with it and cati manage 
It without any difficulty Since Us inauguration, conditions 
have been considerably easy in the money market, and the 
banks have not found it necessary to approach it for any 
accommodation As already indicated, the time for the 
true test of the effectivone’-s of the weapons given foe the 
control of credit js yet to arrive But in the meantime, it 
may be said that the shoxtcomiDg-^ pointed out herein must 
be removed. 

OPEN MARKET OPERATIONS 
The bank is empowered to carry on open market 
operations, i e , deal with the irarLet directly when a special i 
occasion arises making it necessary or expedient to doso| 
for the purpose of regulating credit in the interests of i 
Indian trade, commerce, industry and agriculture But' 
the necessity of doing thi-, has not arisen so far We 
must, however, examine the various provisions on this 
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account and see whether they have been no demised as to 
make these operations effective in times of need • 

The extent and effectiveness of open market opera- 
tions depend on the size and resources which the central 
bank can gather for this purpose the quality and volume 
of the assets it is permitted to hold and the capacity and 
organisation of the market m which they have to be 
carried out 

The resources at the disposal of the Reserve Bank 
consist of (1) capita and reserve (Zl the balances held on 
behalf of the Government f the balances held on behalf 
of the scheduled banks t4) the extent to which its machi 
nery is used by other banks for collection of bills or transfer 
of funds and (a) the notes issued bv it As regards 
(1) capital and reserve we know that they amount to Rs 10 
crores This sum is surely very low m comparison with 
the business it is required to handle The combined capital 
and reserve of the Imperial Bank is larger than thia There 
i« however a provision for the increase of the capital if 
need be and along with it the increase m the reserve is 
also to be brought about As regards U) the balances held 
on behalf of the Government they have varied from 
year to year month to month and week to week, and may 
be taken to be at present at an average of Rs 15 ciores 
Theit aggregate amount and time bas an important bearing 
upon the open market operations As regard'^ (3) the 
balances held on behalf of the «oheduled banks they have 
also varied from year to year month to month, and week 
to week Usually these banks keep a much larger per 
centage of their deposit liabilities with the bank than they 
are required to keep by statute Events haVe however^ 
proved that it may be to the immediate advantage of a 
bank to pay the penal interest and make defaults 
But recently provisions have been made for a stricter 
penalty and now the bank can forbid a defaulting bank 
the receipt of further deposits for the period of default 
As regards (41 the extent to which its machinery is 
used by other banks for collection of bills or trans 
fer of funds, the Reserve Bank has been charged with 
their development and as has already been observed it 
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has chalked out a scheme with regard to the latter, and 
providing facilities accordingly. But there is still 
the question of the development of bill habit Tele- 
graphic transfers form the bulk of the remittances, 
and demand drafts are quite insignificant In fact, it is 
through the use of demand drafts than through the use 
of the telegraphic transfers that remittances increase the 
resources of a bank to any appreciable extent, and hence 
these operations do not mean at present any appreciable 
acqmsibon of funds Coming to (5) the notes issued by it, it 
may be said that elasticity has been provided to a far greater 
extent in the present constitution ofjthe reserve than it 
bad been at any tune 

The assets which the bank may acquire are Cl) go* 
vernraent securities of the United Kin^om maturing with- 
in 10 years from the date of acquisition without limitation 
of amount, and (2) securities issued bv the Goverorabnt 
of India or a provincial government of any maturity or 
such securities issued or guaranteed by a local authority 
or by Indian State of the aggregate value of the capital 
and reserve of the bank plus § of the deposit liabilities. 
Of the latter, the value of those maturing after one year 
and of those maturing after ten years cannot exceed the 
capital and reserve of the bank plus in ^e order of men- 
tion i end i of deposit liabilities of the Banking Depart- 
ment 

From the above, it is obvious that the maximum 
allotted to the longer dated securities is smaller than the 
maximum allotted to the securities of one to 10 years 
short-dated securities are, in fact, less subject to fluctua- 
tions and thus maintain a greater liquidity. 

Any change in the volume of currency can be 
brought about to the extent of the securities held by the 
bank and available in the market Since tbe present 
war, inflation m currency is being brought about only 
because both sterling, and rupee securities are available 
Similarly deflation sh’all be brought about by disposing 
them of in the open market 
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Let us now examine the capacity and organisation 
of the market in which dealings are to be ultimately earned 
out The only stock exchanges of any importance in this 
country are those of Bombay and Calcutta Their total 
membership is, however very small in comparison with 
those of the London and Kew York stock exchanges and 
hence any dealings in them cannot but have senous con 
sequences for the whole financial and investment mechan- 
ism Bat as a considerable portion of the assets of the 
bank is held in sterling securities which can be dealt with 
in foreign markets also, the difficulty can b6 obviated 
to a very great extent 

BALANCE SHEET 

The balance sheet of the Reserve Bank of India is 
divided into that of Issue Department and the Banking 
Department It is issued weekly The following is a 
specimen — 


RESERVE BANK OP INDIA 
Weekly Statement of Affairs 
(/or the week ending ifay 8, I94S) 
ISSUE DEPARTMENT 


Liabilities Rs 

Notes held in the 
Banking De- 
partment 9,79,49,000| 

Notes m circula- 
tion 

(a) Legal tender 
in India 422 68,86,000| 

(b) Legal tender 

in Burma 
only 30,16,64,000| 


Total Notes 462,64,99,00o| 
Issued 


Assets Rs 

A Gold coin and 
bullion - 

(o) Held in Inma 44,41,43,000 
(6) Held outside 
India 

Sterling Securi 

ties 251,86,11,000 

Total of A 296,26,54,000 

sB Rupee coins . 28,16,48 OOO 
Govt of India 
Rupee secu- 
rities ..138,21,97,000 


23 
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Interaal Bills 
of Exchange 
and other 
commerc i a 1 
papers 


Total 

462.(>4,99.000j 

Total 462,64,90,000 

Ratio of total 'A to liabilities 64 037 per 

cent 


BANKING DEPARTMENT 


Ziiabilitips 

Rs 

1 Assets 

Rs- 

Capital paid up 

^.00,00,000 

\ Notes — 


Heser7e Fund . 

5.00.00.000 

(a) Legal tender 


Deposits — 


in India 

9.74,76.000 

(a) Government— 1 

(8) Legal tender 


(1) Central 


in Burma 


Government 

6,6S.04 OOCN 

only 

4,73,000 

(2) Government 

Rupee coins 

4,99,000 

o! Burma 

1,06,71.0001 

Sutoidiar; coins 

2.90,000 

(3) Other Gov- 


Bills purcha* 


ernment a/cs 

4,18.78.000 

sed and Dis. 



49.97.68 000 

counted— 


(c) Others 

1,80.40.000 

(al Internal 


Bills Bayahle 

3,06.69.000 

{b> Eiternal 


Other liabilities 

6,20.78,000 

(c) Government 




Treasury Bills 

84,87,000 



Balances held 




abroad 

54.87, 84,000 



Loans and ad- 




vanoes to Go- 




vernments 

3.65,00,000 



Other loans and 




advances 

20,50,000 



Investments 

7,82,57.000 



Other Assets 

5,68.92,000 

Total 

82,97,08.0bt^ 

Total 

82,97,08,000 
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TEST QUESTIONS 

t 'W'hat are {he disqualiftcations of th« share ho/ders of Jhe Reserve 
Bank ? Do you suggest any change in these provisions ? 

2 '^nteashort ncte on the coostitnbon of the central and local 
boards of the Reserve Bank 

3 Vhat are the points of cntiasm m the Reserve Bank Act and m 
what direction if any you want a change m them 7 

A Describe in brief the central and commercial banking functions 
of the Reserve Bank ^hat business has it been expressly prohibited to 
undertake ? 

5 '^hat preliminary managements had to be made in connection 
with the establishment of the Reserve Bank? Give a short account of the 
organisation of its offices and departments 

d Give an estimate of what the Reserve Bank has done o la; in 
what direction If any its working should be improved 

7 Do you think that the Reserve Bank of InJia has bee i bestowed 
with suificient powers to control credit 7 Point out in this connection the 
steps that you think must be tekerr with a view to improve the ft'uatton 

8 Make out an imaginary balance sheet of the Reserve Bank of 
India and explain clearly the various items contained therein 


CHAPTER XX. 

DEFECTS AND REMEDIES 

The main thetne of the previous chapters was a des- 
cription of the Indian banting system as it has g'own 
from times immemorial and exists at present. In this 
chapter, we shall deal with the defects and remedies 

ABSENCE OF A WELL KNIT ORGANISED MONEY MARKET 

We have already observed that the Indian money 
market consists of the Reserve Bank of India, the Imperial 
Bank of India, the Indian joint stock banks, the foreign 
exchange banks, the credit co operative institution®, the 
land mortgage banks, the loan offices, mdhis, chit funds, 
and various other indigenous bankers including money- 
lenders Besides, the Government of India also played a 
very important part in it till very recently. No doubt, its 
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policy IS shaped now by the Reserve Bank of India, hut 
there are stiH its post offices which perform important 
banking functions. We have already looked to the faci- 
lities provided by them for saving and investment In ad- 
dition, they provide facihties for the remittance of money 
and its collection under what is known a** the value payable 
parcel system 

Before the establishment of the Reserve Bank of 
India, there was no co ordination amongst the above units. 
They suffered also from the lack of leadership Since the 
establishment of the Reserve Bank of India, however, these 
evils have been removed but only partly We already 
know that there are non scheduled banks which work even 
now without being subject to any control from the Reserve 
Bank Then, there are the loan offices, nidhis, chit funds 
and various other indigenou banker* including money- 
lenders which ace outside its <aintro! In short, we may 
say that the Indian money market consists of the modorn 
and indigenous bankers, and of these modern banker^- 
ithough not aU yet those forming mpertant element) are 
subject to the control of the Reserve Bank of India, how 
ever small it may be, while the indigenous bankers act as 
independent units As regard* the relation between several 
units, it may be said, as has already been observed in their 
relative context*, that there i* much left in it a* well which 
is desired for 

Finally, suggestion* have already been given for the 
removal of these defect* They include the Unking of 
the indigenous bankers with the Reserve Bank, the 
extension of the control of the latter over non-scheduled 
banks, and improvement of the relation between different 
constituents 

ABSENCE Oy A BILL MARKET 

Another defect of the Indian monev market is the 
absence of the use of bills to afiy appreciable extent. Thi* 
IS obviously due to the following cause* — 

(1) Bankers m India prefer investment in govern- 
ment seounties Prior to the e3tabli''hment of the Reserve 
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Bank, thby were not sure whether Iinpenal Bank woiiJd 
rediscount their hundis It had not laid down any 
standard, and used to refuse accommodation on the 
plea of the particular hundi or hundis not being up to the 
standard Again, the banks themselves preferred obtain- 
ing loans from the Imperial Bank on the secunty of 
government papers over rediscounting of their hundis 
as the latter step meant the disclosure of the names of 
their clients to an in’^tilution which acted as a rival to 
them, and surelv this they could not like Besides, even 
if the Imperial Bank refused to grant loans on the security 
of the governmeot papers, or they themselves did not 
like to approach it, these could be easily realised in the 
open market Ko doubt, tbe«e difficulties have been 
removed because of the establishment of the Reserve 
Bank, but the old practice naturally continues This is 
more «o because the Reserve Bank charges the same rate 
for rediscounting as well as for granting accommodation 
on the security of governmeot papers As already sug- 
gested, It can bring about a change in the situation by 
charging a slightly higher rate for granting loans than 
for rediscounting Bank rate should be applied here only 
to the rediscounting of hundis and sot to the granting of 
accommodation 

Another reason for the ponulanty of government 
papers was their better yield This has now ceased to 
be so. 

(2) It has been found difficult to distinguish between 
finance bills and trade bills m the absence of the docu 
ments of title to goods There ought to be warehouses, 
and sales should be effected by means of the transfer of 
the warehouse receipts which may act as the evidences 
of the trade transactions in connection with which bills 
an'^e, and thus facilitate the distinction between trade and 
finance bills 

(3) The scarcity of tolls is also due to wide preva- 
lence of the system of cash credit, which is, as has been 
already observed, advantageous to the borrowers as well 
as the lending banks. Bills, however, should be preferred 
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by both, because of its obnous adTantagesi is 

sure to happen as thev are realised by them • 

(4) Previously, bills were unpopular also due to heavy 
stamp duties, but as has been observed elsewb^^e it has for 
sometime past been reduced 

(5) Bills are of foreign origin, and caiinut be very 
popular because of the use of foreign language which very 
few people know Hundis have, however m U'se in 
India biftce ancient times and are written in ajuiost all the 
local languages But there is the difficulty of phraseo 
logy which IS very complex, and difficult to memorised 
It should be smiplified They are governed by Negotia- 
ble Instruments Act subject to the local custom® usages 
which differ very widely They should now W unified and 
if possible legalised 

(6) Bills arising out of foreign trade 

mostly drawn in terms of sterling In case, tbef drawn 
in teiyus of interna! currency, they will surely to the 
building up of a bill market in the country 

\'i') Taere is a ooroifiete i^D«ence el 'bih* 
houses in this country on the lines of iho^e 
Bankers also do not act as acceptors of bills behalf of 
thei? customeis to any appreciable extent uevelop 
meat is sure to prove very useful in buildihS up bill 
market in India 

(8) Bills are also not used in this countrf 
tion with the agricultural industry Anticipatory bills, as 
they are called, are in very much use in Amen^*' *"®y 
can be introduced in India as well with Mvant- 

age Co operative godown societies may be formed and 
cultivators may be encouraged to obtain 
harvested produce by joining them end allow'^S them to 
draw usance bills on themselves (cultivators) The socie 
ties may, then, discount them with district 
institutions and the latter in turn with the stock 
banks or the Reserve Bank The indigenous bankers and 
money lenders may also use the bills in makiJ’S advances 
to the cultivators in the same way as co operati^® societies 
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ABSENCE OF CONFIDENCE IN INDIAN 
CCBBESCY OSIT 

Icdians, as a rule, have no confidence m tbeif cur 
rency nnit As far as possibJothey turn tbeir savings m 
bullion and landed property There are various reason* 
for this First of all, they find that the valuejof their cur- 
rencv is precarious Rupee is inconvertible internally, and 
its value has been going down in terms of bullion and other 
commodities almost *mce the introduction of the British 
rule '^en, they find that they are held in much higher 
e*te»m by having a eoia)) landed property whatever its value 
may be than by ha^g a huge bank balance or hoarded 
wealth. Every one ’of os knows bow much influence a 
landlord wields not only in his zammdan but abo m the 
place he inhabits Next, our women folk have a special 
attraction for ornament*, and there i« an economic lea'on 
behind it We know that a widow has no right to inherit 
anything except her •tudhan which usually takes the 
form of ornaments Bank balance* and gilt edged and 
othe” veouritie* belong to the male heirs except of coarse 
when they are in the personal names of the females 
ABSENCE OF COSTIDENCB IN BANES 

Absence of confidence in banks may be permanent 
or onlv at times of distres*. The two must be distingnished 
from one another In Western countries also there 
1 * feome lack of confidence, but this is limited only to the 
time- of distress. In India it is both permanent and at 
such time* 2fo doubt, the known existence of safe- 
guards against emergencies is an important element 
in day to day confidence, and the prevalence of day to 
day confidence is an important element in moderating 
panics But this must be studied separately for the «ake 
of convenience. 

Lack of day to day confidence or general confidence 
a* it IS called arises becau'e of continuous bank failures 
Ko one year goes when they do not take place In 1931, 
18 banks, in 1932, 24 banks, 1933, 26 bantj, in 1934. 
30 bank*, in 1935, 51 banks, m 1936, 88 banks, in 1937, 
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65 banks, in 1938, 73 banks, in 1939. 86 banks, and in 1940, 
60 banks with an aggregate paid up capital of Bs 15,05,996 
Ks 8,09.172, Ks 2,99,948 Rs 6,r2,553, Rs 65,95 975, 
Rs 4,99,972, Rs 11,51,656, Rs 29,99.962, Bs 10,05,937, and 
Rs 6,82,21" respectively fa^ed But these should not have 
the same significance as in other countnes with more 
advanced banking systems or stricter banking or company 
laws Till the amendment of the Indian Companies Act is 
1936, no definition bad been given of the word 'bank' with 
a view to ensure that only responsible concerns used this 
title The result was that many insignificant or doubtful 
concerns registered themselves as banks, and when they 
failed, the number of the bank flilure* was swelled 
Since then, a definition has been given, and banking 
concerns are allowed to commence business only when 
they have a minimum paid up capital of Rs 5(1 000 
each Besides, they are required to accumulate a like 
sum m the form of reserve fund But the old oon- 
oerns have been allowed to work with a paid up capital of 
less than the minimum prescribed, and s close scrutiny tells 
us that most of the concerns which have failed in recent 
yean belonged to this class As time goes on, it is 
sure that the number of bank failures shall he lessened 
There are two more points m this connection which must 
be noted One of them is that failures have tended to be 
concentrated on banks which were more or less young 
Ordinarily the long life of a concern is by itself a proof of 
Its good management The second is that quite a good 
number of the failures has been confined to banks with 
small paid up capitals, and now that it is envisaged that they 
will have an aggregate paid up capital and reserve fund of 
not less than Rs 1 Jakb each in due course, it may be hoped 
that there will not be many failures in future 

We shall now endeavour to take up the causes of 
bank failures in the past with a view to suggest remedies 
for the improvement of the position 

First of all, a good number of failures has been due 
to the lax laws, public ignorance and bad or dishonest ma* 
nagement Amongst the victims of this shortcoming may 
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be mentioned, Poona Bank, POona , Amritsar National 
Bank, Amritsar , Hindustan Bank, Mulan Sivarama Ayyer 
Bank, Madras , Pioneer Bank, Bombay . and Credit Bank of 
India, Bombay which were liquidated in 1924, 1923, 1914, 
193 1916, and 1913 respectively The manager of the Cre- 

dit Bank of India, on his appointment to the ®aid post, 
pleaded ignorance of banking and accountancy and request- 
ed the Directors for a strong comqiittee to assist him 
Even up to the time of the liquidation, he had not learnt 
any thing, as he himself had then adiqitted 

This shortcoming can be removed by legislation, the 
desire for which in this country arose after the crisis of 
19 >4-14 It has, however, been fulfilled only very recently 
and that too partly^ by the Indian Companies Amendment 
Act of 1936 Its object has been amongst other things, the 
protection of public against Ignorance or dishonesty of the 
bank promoters and managers It bolds directors and offi- 
cers (including auditors) cnminally liable for false state- 
ments under certain conditions There is a cml liability 
as well over them for misapplication or retaining of money, 
and misfeasance or breach of trust which includes breach 
of duty as well, both as an act of commission or omission. 
There is a provision of penalising for falsification of hooks, 
etc , also 

Secondly, many of them have failed because of 
their undertaking industrial finance out of hanking 
funds Amongst those victims of it may be mentioned 
the names of the Peoples Bank, Lahore , Amrlt^ar Bank, 
Lahore , and Tata Industrial Bank which failed in 1913, 
1914 and 1923 respectively In fact, public opinion in 
India has been overwhelmingly in favour of mixed hanking 
Such as prevails in Germany and Japan But this is not 
possible here due to the fact that the Indian banking sys- 
tem has been based more on the Imes of the English bank- 
ing system whose characterishc feature is the complete 
Separation of commercial banking from industrial banking. 

1 In a letter dated the fit November 1939 the Reserve Bank of 
India has submitted a draft bill to the Government for a separate Indian 
Bank Act Please consult appendix C 
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Thirdly, manv banks hare failed because of the en» 
tenng into speculative aotmties of the bank officers 
While some of thd^ banks, already referred to, failed on 
this account as well, the most glaring example is that 
of the Indian Specie Bank which failed in 1914 Rumours 
had been current since the earliest years of its, career that 
the bank had embarked on colossal speculative activities 
But they had always been denied and concealed Mr 
Chunilal Saraiya, the hianaging director of the bank, whose 
name had always been associated with it was a man of re 
markable qualities tJHS was very skilful in window-dressing, 
and managed to show a good balance sheet at the olo«e of 
every year At last an insignidoant share-holder alleged to 
have been instigated by the persona) enemies of this gentle- 
man presented a petition to the High Court for its winding 
up But this was challenged by tUo share holders and ditec 
tor®, and everything went on quite all right Suddenly, 
however, Mr Chunilal Saraiya died of heart failure and 
the remaining directors themselves rushed to the High 
Court with a petition for voluntary liquidation The 
inevitable examination proved the allegation to be quite 
correct 

Fourthly and finally, many of the banks have failed 
because of the antagonistic mass opinion against them 
which had developed at one time tor the other They 
may be regarded more as victims of misfortune than of 
any thing else First of all there is the Bank of Upper 
India which had been registered at Meerut in 186J It 
went on making continuous progress till 1914 in which 
year it suddenly failed Both the depositors and the share 
holders were paid in full Then, there is the Alliance 
Bank of Simla Being established in 1374, it earned on 
its business successfully till 1941 when it crashed It fell 
on evil days largely on account of the losses it bad to 
suffer due to the failure of its London Agents, Boulton 
Bros to return a deposit of Rs ISO lakhs which they held 
from it Another debtor to the bank as well, namely the 
Trust of India, Punjab was not m a good position In 
thoir report for 1922, the directors spoke plainly of it. but 



DEFECTS AMD BEMEDIES 


363 


assured to do whatever they <X)uld There were howevetr 
continued withdrawals and ultimately it crashed The name 
of one more bank namely the Travancore National and 
Quilon Bank may also be mentioned m this connection. 
It suspended its payment very recently le in 1938 Thi^ 
institution, as it stood on the date of suspension, was the out- 
come of an amalgamation between the Travancore National 
Bank and the Quilon Bank which had taken place only two 
years before this event The previous history of these 
concerns had been quite remarkable The failure of the 
institution after the establishment of the Reserve Bank 
who«e member it was, is really vetv discouraging The 
causes of the inability of the Reserve Bank to help it have 
alreadylheen dealt with 

This brings us again to the causes of the lack of day 
to dav or general confidence in banks In addition to that 
of the continuous bank failures, there are several others 
Ab-ence of comprehensive banking laws inspiring confi- 
dence in the general banking svstem may be mentioned 
as the next These contribute to pubho confidence in 
different ways First of all, they strive to ensure sound 
management, and at least unmunitv from more flagrant 
abuse of place and power What has been done in this 
respect recently by the passing of tbe Indian Companies 
Amendment Act, 1936, has already been said Secondly^, 
they strive to give wider and better publicity of accounts 
The Indian Companv Law has always adhered to one 
general form of balance sheet to which all companies are 
expected to conform In the case of banks, however, 
certain special provisions are required to be observed But 
thi- i- entirely unsatisfactory and the construction of a 
special form of balance sheet for them i« urgently needed 
Even the Amendment Act referred to above has not done 
thi« thing, though it has provided for certain improvements 
The absence of certain mformations m the balance sheets 
reacts in several ways First of all, in the case of good insti- 
tution®, it fail® foIiu«pire the confidence due to tPis reason 
Secondly, in tbe ca«e of bad institutions, it keeps the public 
Ignorant of the real position Thirdly, reliable statistics 
are not available Fourthly and finally there being no 
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umfoTmity of policy in the display of the final accounts, 
any attempt towards companson is made impossible In 
addition to w^at has been said above, banking laws atm 
at mitigating harm and distress when banks are placed in 
difficulties or actually liquidated They, in fact, aim at 
giving protection to the creditors of a bank and this may 
take several forma ranging from complete to partial im- 
munity from risks This is done not because tBey 
have any special claims as compared to those of other 
enterprises, but because the failure of one bank sets 
generally in motion forces which endanger the whole 
banking system of a country This i* not the case with 
other enterprises, 

Coming to the lack of confidence during cr^es, it may 
be said that for the improvement of the situation a number 
of suggestions have been made. First of all the govern- 
ment must come to the aeststaoce of the banks in genera] 
The Indian Government has always been vague and he«i. 
tant as far as this is concerned It< alien oharioter is no 
doubt responsible for this attitude During the banking 
crisis of 191 -14, It did not move even slightly though public 
opinion had been pressing upon it to do something But, 
it was made plain in tbe statement made by the then 
Viceroy that if there wa« felt the need of any intervention, 
it would be only sporadic and exceptional In 1913, there 
was a suspension of payment by the Alliance Bank of 
Simla, and in this case, the Government decided to inter- 
vene for the first time by instructing the Impenal Bank 
to pay immediately 50 percent of tbe amounts at credit of 

the depositors of the former bank inclusive of both current 
accounts and savings bank balances and thus implemented 
what had been said by it* head some 10 year® back The 
grounds on which this was done, however, deserve careful 
examination The Finance Member, at first, said that it 
was done with a view to continue favourable conditions in 
the English and Indian money markets for facilitating 
Government borrowings and good effect which the balanc- 
ing of the budget had ctea^ Bat this was too large a 
proposition to hang on tbe outstanding current and fixed 
deposits of the bank whwb amoanted to only Rs 7 crores. 



DEFECTS AMD REMEDIES 


365 


and perhaps realising it he subsequently said that the step 
was most desirable m the interests of Indian finance and 
Indian banking and calculated to restore public, confidence 
and prevent causing inconveqience and probably danger to 
other sound institutions, and thus widened the future res- 
ponsibilities of the Government though uncon^-ciously The 
people of this country, however, thought otherwise They 
believed that this was done because the Alliance's clientele 
consisted of largely officials and European*, whose interest* 
the Government was bound to safeguard The next oppor- 
tunity to test the motive, however, arose in 1938, when a 
similar contingency occurred on the failure of the Travan- 
core National and Quilon Bank, but at this tune, nothing 
of this sort was done by the central government It may,, 
no doubt be pointed out that the situation had much 
changed by that time The powers of the provincial 
governments had been widened, and hence the responsibility 
m this re*pect too had shifted to their shoulders The 
attitude of the Madras Government wa'-, in fact, commend 
able Most of the branches of the T K & Q Bank being 
located in area under its authority, it was but natural that 
it should have acted promptly Consultations with the 
Reserve Bank of India bad ^en made by It even when the 
bank in question seemed to be in distress, and as a result 
the latter, bad been advued to agree to immediate and 
thorough investigation But as has already been observed 
It was too late to mend Later on, the Prime Minister 
made an appeal to the pubhc to remain calm and refuse to 
be rushed by ill-founded rumours In addition, he informed 
them that steps were being taken to secure an imme 
diate examination of the accounts and affairs of the banks 
in Madras Two months after this he assured them 
that the scheduled banks in that presidency were in 
a perfectly sound position, and even those which had taken 
help from the Reserve Bank had cleared off all their 
accounts, and that the latter was prepared to help them 
again should such an occasion arise in near future This 
was really very significant. But in ca*es, where the 
branches of the bank in distress are spread all pver the 
country and the panic is not confined to a partioalar loca- 
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htyr :t is the central government ^tfhIcb will be required 
to act and not the provincial governments The latter 
cannot be yery effective 

Next the central bank can improve the situation 
About the extent of its success or otherwise we have 
already discussed Formerly there was an absence of ^uch 
an institution in this country The gap has however been 
•filled up by the establishment of the Reserve Bank But as 
has been pointed out in the previous chapter it failed com 
pletely to rise to the occasion during the single instance 
which provided a test for its usefulness in this respect 
Let us however hope that it will acquit itself more ad 
mirably in future 

Thirdly the press and public opinion also wield much 
influence The part played by them in the United Kingdom 
during the crisis of 1931 m creating a calm confidence m 
the British depositor by incessant patriotic propaganda can 
not but be commended On the other band the U S A 
press and public opinion gave a different account when a 
crisis occurred m that country following upon the heels of 
the United Kingdoms abandonment of the gold standard 
in India also we find tbe same thing Anglo Indian and 
British papers have always been spreading false rumours 
About Indian joint stock hante At one time Lala Har 
Kishen Lai the bank promoter of Punjab was undoubtedly 
the central object of their hottest fire Here public opinion 
IS also apt to be easily led awAy against the banking 
institutions of the country It has several times relying 
on tbe rumours floated by tbe enemies of the Central Bank 
rushed lo withdraw money from it but thanks to the wis 
dom of the management that the institution has always 
been able to tide over tbe difficulties 

Finally banks can also do a lot in this connection 
They must take every precaution to forestall the cause= 
and moderate the effect of serious situations This they 
can do by giving wider publicity to their affairs They 
may also take thedepositors into their confidencelby making 
Toom oU tl e board of directors for their representative 
"The right to elect him may be limited to only those who 
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maintain an average minunum balancei and the list of 
such per«ons may be subject to revision, «ay after two or 
three year" 

^EGLECT OF OTHER BIlA^CHZ^ OF BA^*El^G 
Indian joint stock banks have been established only 
with a view to take up commercial banking Though a 
few attempts have been made to establish institutions to 
take up industrial banking as well no large scale sucoe=s 
has been achieved m this respect Co operation has 
been devised with a view to solve the difficulties of agncnl- 
tural finance, and the principle has not been extended to 
the financing of the industries Exchange business has 
been "adly neglected by Indian institutions and there 
IS a great ne^ of their taking it up In short, it 
may be «aid that there has been a neglect of other 
branches of banking than commercial and agricultural in 
this country 

WHOLES^E IMITATION OP E^GL1SH SYSTEM 
There ha" been a wholesale imitation of English 
system in the .patlour of banking with the result that*tbe 
Indian ideal of eimpUcity m all spheres of life has been 
jettisoned m this sphere The disadvantages arising from 
this cbatactenstio have already been dealt with It has, 
in fact faded to penetrate in the heart of the country 
only on this account 

USE OF FOREIGN LANGUAGE 
Banks in this country use English language We 
already know that many of our people are not even literate 
what to Say of their being conversant with English Under 
the arcumstances, they find it very difficult to deal with 
them The use of the English language necessitates the 
appointment of the English knowing people, and their 
number being very small, the scope for selection is very 
much narrowed. 

FOREIGN DOMINATION 

The Indian banking system is dominated by non- 
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Indians whose real sympathies and interests cannc’^ with 
•India Their only aim is to earn profit and ei^Pl^it the 
people of this country They hare, in fact, fail®'^ to in- 
spire confidence and solve Indian problems Further, 
they have not been successful to establish a do nation 
with the jieople which is very necessary from points 
of view ^ 

LOW LEVEL OF INCOME OP THE PEOPLE' 

Banking suffers in this country also becau*® the 
low level of income of the people No othe^ single 
cause IS perhaps more responsible for the slow growth of 
the banking habit than our general poverty Figures of 
the people paying income tax and the average si*® °t the 
incomes, the number of depositors and the average 
per head, etc » testify to the narrow field over wbn'” hank- 
ing has to traverse here Many people, high in ©di^'^^tional 
or social status, have to forego the pride and 
of having a bank account only because of their f 

to maintain a minuiium balance in it It may be 

tfn ■^tw-nrunrt 

such conditions f9r opening account* or ininiinurn*’®^*B® 
balances for giving certain facilities as are dii"®“|' ‘O 
observe or maintain But, it should not be lost stSbt oi 
that this IS done after taking into con'ideration certain 
well known principles, and their violation is not desirable 
from several point* of view In prescribing oert^tn con 
ditioiis for opening an account, banks aim at certa'” nnan 
cial status in their customers, and in stipulating iP® nia'n* 
tenance of a certain minimum average balance, thf^ ® 
securing payment for the cost of rendering free 

LACK OF TRAINING IN BANKING 
Trained Indian® in both theory and practice 
ing ai^ not available Until the end of the 
century, commercial and banking education had 
pletely non existent in this country For a few decadps 
arrangements have, however, been made for it. bu* j 
tage IS not being taken of the facility eo far prci^^ded to 
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any appreciable extent It will be done only when a sort 
of co-ordination is attained betweeti the universities and 
the banks in the countrv 

ABSZ^CE OF BANKING LAW 

There is no separate banking law m India The 
Indian Joint Stock Companies Act applies to it as well No 
doubt, it contains now much more elaborate provisions 
than before, but this is not sufficient Proposals bad, 
however, been made® by the Reserve Bank of India to 
remedy the evil, but they have not been submitted for legis* 
lation due to the outbreak of war Its urgency cannot 
be denied, and it is sure that something will be done in 
this respect as soon as possible 

ABSENCE 9F A BANKERS ASSOCIATION 

A Bankers Assoaation is of necessity m this country 
Its u«ual aims are creation of good relations amongst 
different members, provision of a common meeting place 
for them to assemble and discuss tbeir common topics, 
elimination of competition and nvatiy, education of bank 
ing staff by arranging lectures and classes, roaiotaining of 
libraries and reading rooms, and issuing of banking Iitera 
hire in the form of magastnes, baadbffis, and other penodi 
cals In Western countries, they have introduced better 
methods of doing business and succeeded m raising the 
morals of the people Their usefulness in allaying panic 
can al^o not be disputed, and the need for their estabbsh 
ment is the greatest in this country Sot this reason if not 
for others 


TEST QUESTIONS 


1 'Vhat are the detects liom wElch Indian bsnVIns system as a 
whole snifers ) Saggest measures to improve the situation 

2 Vhat arc the causes of the nnpopolat ty of bills in led a ? 
Suggest trea ore to make them popolar 

X They are contained in appendix C 
24 
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3 ^hat have been ihe causes re<ponsible forthe bank Isilures m 
this country? Do you think that the situation has now been improved io 
any way ? 

4 Give your sugsestions for Inspiring public confidence in (he 
banking system of the country Has anything been done so far in this 
connection ? 


APPENDIX A 

DrriNITlON OP A BANKING COMPANY 

Section 277 F of Indfan Companies Act (1936) 

A ‘banking company' means a company which carrias 
on as its principal busines® the accepting of deposits of 
money on current account or otherwise, subject to with- 
drawal by cheque, draft or order, notwithstanding that it 
engages in addition in any one or more of the following 
forms of business, namely 

(11 the borrowing, raising or taking up of money, 
thelendmgor advancing of money either upon or with- 
out securing , the drawing, making, accepting, discounting, 
buying, soiling, collecting and dealing ih bills of exchange, 
hundis, pro{nis«ory notes, coupons, drafts, bills of lading, 
railway receipts, warrants, debentures, certificates, senps 
and other instruments, and securities whether transferable 
or negotiable or not , the granting and issuing of letters 
of credit, travellers cheques and circular notes, the buying, 
selling and dealing in bullion and specie , the buying and 
selling of foreign exchange including foreign bank notes , 
the acquiring, holding, issuing on commission, underwrit- 
ing, dealing m stock, funds, shares, debentures, debenture 
stock bonds, obligations, securities and investment of all 
kinds , the purchasing and sellings of bonds, scrips or other 
forms of “ecunties on behalf of constituents or others , 
the negotiating of loans and advances, the receiving of all 
kinds of bonds, scrips or valuables on deposits or for safe 
custody or otherwise, the <»!lecting and transmitting of 
money and securities , 

acting as agents for governments or local autho- 
rities or for any other person or persons , the carrying on 
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of agency business of any descnption other than the busi- 
ness of a managing agent, including the power to act as 
attorneys and to give discharges and receipts , 

(3) contracting for public and private loans negotiat- 
ing and issuing the same 

(4) the promoting, effecting, insuring, guaranteeing, 
underwriting, participating in managii g and carrying out 
of any issue, public or pnvate, of State Ml niozpal or other 
loans of shares, stock, debentures, or dehe turt stocks of 
any company, corporation or association and the lending of 
money for the purpose of any such issue , 

(5) carrying on and transacting every kind of gu- 
arantee and indemnity business , 

(6) promoting or financing or assisting in promoting 
or financing any business } undertaking or industry, either 
existing or new, and developing or forming the same 
either through the instrumeDtality of syndicates or other- 
wise , 

(7) acquisition by purchase, lease, exchange, hire or 
otherwise of any property immovable or movable and any 
nghts or privileges which the company may think neoes- 
sary or convenient to acquire or the acquisition of which 
in the opinion of the company is likely to facilitate the 
realisation of any securities held by the company or to 
prevent or diminish any apprehended loss or liability , 

(S) managing, selling and realizing all property 
movable and immovable which may come into the posses- 
sion of the company in satisfaction or part satisfaction of 
any of its claims , 

19) acquiring and holding and generally dealing with 
any property movable or unmorable which may form part 
of the security for any loans or advance or which may bo 
connected with any such security , 

(10) undertaking and executing trusts , 

(11) undertaking the administration of states as exe- • 
cutor, trustee or otherwise 



372 


BAHKINO IN INDIA 


(12) taking or otherwise aoquinng and holding shares 
in any other company having ob]ects similar to those of 
the company ; 

(13) establishing and supporting or aiding in the 
establishment and support of associations, institutions, 
funds, trusts and conveniences calculated to benefit em 
ployees of the company or the dependents or connexions 
of such persons, granting pensions and allowances and 
making payments towards insurance , subscribing to or 
guaranteeing moneys for charitable or benevolent objects 
or for any exhibition or for any public, general or useful 
object , 

(14) the acquisition, construction, maintenance and 
alteration of any building or works necessary or conveni- 
ent for the purposes of the company , 

(15) selling, improving, managing, developing, ex- 
changing, leasing, mortgaging, disposing of or turning 
into account or otherwise dealing with all or any part of 
the property and rights of the company , 

(16) acquiring and undertaking the whole oi any 
part of the business of any person or company, when such 
business is of a nature enumerated or described in this 
section , 

(17) doing all such other things as are incidental or 
conducive to the promotion or advancement of the business 
of the company 


appendix b 

DRAFT SCHEME FOB THE LINKING OF INDIGENOUS 
BANKERS 

The Reserve Bank of India addressed in May, 1937 
to the Scheduled Banks and Shroffs’ Association a letter 
containing the following conditions which must he fulfilled 
by the indigenous bankers wishing to be linked direqtly 
with it — 

(») They must confine their business to banking pro- 
per as defined by the Indian Companies Act. Any other 
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business that they might be conducting should be wound 
up within a reasonable tune 

(jj) They roust maintain proper books of account, 
and have them audited by registered accountants The 
Reserve Bank will have the right to inspect the accounts 
and call for any information necessary to determine the 
financial status of the banker 

(tit) They must file with the Reserve Bank the 
periodical statements prescribed for scheduled banks They 
must also in the interests of their depositors publish the 
returns prescribed for banking companies by the Companies 
Act and be liable to the same penalties for non-com 
pliance 

(id) The Reserve Bank will have the right of re- 
gulating the business of the bankers on banking lines, 
when necessary 

(v) During a period of five years from the date of 
their registration as private bankers m the books of the 
Reserve Bank, they will be entitled to open an account 
at any of the ofilccs of the Reserve Bank, and be otherwise 
subject to the same conditions as the scheduled banks 
except that during such period they will not be required 
to furnish the compulsorv deposit set out in section 42 
of the Reserve Bank Act, unless any of their weekly State- 
ments discloses that tbeir demand and time liabilities are 
five times more m excess of their capital m the business 

(ct) If an indigenous banker does not incorporate 
himself under the Companies Act his liabilities in respect 
of his banking commitments will be unlimited He should, 
therefore, state the amount of capital he has available for 
banking business (Bankers with a capital of less than 
two lakhs need not apply) 

(i>ji) When required they will have to indicate — 

(а) The names and the extent of interest of their 
business partners if any , and 

(б) If any of the bankers is a member of a Hindu 
joint family, the names and interests of the co sharers 
In both the cases statements will be required from the 
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00 sharers and they are prepared to take their full share in 
the business and its liabilities. 

(on») This scheme will be a tentatire one for a term 
of five years, but before the end of this period the Reserve 
Bank will frame proposals for legislation, if it thinks fit, 
further to coordinate or regulate the position of the private 
bankers It is likely that such legislation would take the 
form of a separate Bank Act as suggested by the Banking 
Enquiry Committee or otherwise to standardtse and co* 
ordinate the status of these registered pnvate bankers on 
lines in consonance with the scheduled banks 

(iz) (1) If they satisfy the above conditions they 
will have the privilege of rediscount with the Reserve 
Bank against eligible paper, the right to secure advances 
against government paper, and remittance facilities similar 
to those for scheduled banks 

(.) If the Reserve Bank decides to take action on the 
lines here indicated legislation will be necessary and the 
indigenous bankers will then be called upon to make an 
application in the manner which may then be prescribed 


APPENDIX C 

PROPOSALS FOR AN INDIAN BANK ACT 

The Reserve Bank of India addressed a letter to the 
Government of India on November 1. 1539 containing the 
following — 

Reasons lor Passing Indian Bank Act 

(1) Recent bank failures m South India have drawn 
the public attention to the necessity of stricter legislative 
control over banks 

(2) Out of a total of 1421 non scheduled banks, only 
672, t.e , 45 per cent are providing the returns or maintain- 
ing the cash balances required by the Indian Companies 
Amendment Act 1936, the claim of others that they do not 
fall within the definition of banking companies set out in 
the Act being upheld by the Courts 
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(3) The Act does not provide certain deterrent for 
these banks which are in real difficulty and it is in such 
cases that the interests of the depositors require to be 
specially protected A depositor, who places his rooney 
with a bank on current account at a very low rate of in- 
terest m the belief that it will be safe, should be protected 
in the following ways, so as to encourage him to save and 
deposit bis savings with a bank instead of hoarding it — 
(o) the bank which receives his deposit should have sufficient 
resources to enable it to operate on a large scale enough to 
make it humanlv possible for it to earn a reasonable work- 
ing profit even by confining it«elf to proper banking busi 
ne=s, [b) certain minimum restrictions should be imposed on 
Its investments in order to limit the loss of the depositor if 
it fails , and (c) provision shouldbe made to expedite liquida 
tion proceedings, so that if a bank does fail, the depositor 
can get what is left with the minimum delay and litigation 
expenses 

(4) The Act allows companies registered before the 
beginning of 1937 to call themselves bank«, even if they do 
not conduct banking business as defined in the Act, and to 
refuse to comply with its provisions relating to banks 

(5) The services rendered by the <maJter non scheduled 
banks to Indian trade and industry are «maU as compared 
with the risks to which they expo«e the credit structure of 
India owing to their vulnerability under adverse oondi 
tions caused by the following drawbacks in their organi- 
sation and working — (of their capital structure is unsatis- 
factory, as out of 1421 bank®, only 135 65 and 36 banks have 
capital and reserves between Ks | and 1 lakb, 1 and 3 lakhs, 
and 2 and S lakhs respectively C6) most of them have poor 
reserve fund®, as the bulk of their net profits are distributed 
as dividend® (c) many of them are really money lending 
institutions operating on longterm deposits rather than 
bank® operating on current account as shown by the fact 
that the proportion of their average demand liabilities to 
time liabilities is 1 3 and (d) they utilise most of their 
fund® in loans and advances, which bear a ratio of 86 per 
cent to deposits and a considerable portion of which is un- 
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secured and have very small investments jn gilt-edged 
securities , thus their liquid resources consist mainly of 
cash and balances with other banks and in an emergency 
most of them would have no second line of defence at all 
ProTisfons ol the Proposed Act 

(1) The definition of a bank must be made more 
definite and limited, by laying down that a bank must not 
engage in any form of business except those specified m 
the bill 

(2) A company which does banking business «hall 
include as part of its name the word bank and no company 
which does not do banking business shall use the word bank 

(3) No company shall do banking business unless 
(A) it has a paid up capital and reserve of at least Rs 1 
lakh, or if it does banking business at any of the places men- 
tioned below, an amount in respect of each spch place of 
not less than (a) Rs 5 lakhs at Bombay and Calcutta, 
(6) Rs 2 lakbs at other places with a population of over 
one lakh and (c) Rs 20 lakhs, if it operates outside the 
state or the province m which it has its principal office of 
business iB) its subscribed capital is not less than half of 
its authorised capital, and its paid up capital is not less 
than half of its subscribed capital 

(4) Every banking company shall maintain in cash 
balances with the Reserve Bank, or unencumbered approved 
eecunties valued at their market price at least thirty per 
cent of its time and demand liabilities in India and Burma, 
as shown in a return to be sent weekly to the Reserve 
Bank 

(5) Every banking company shall before 1st February 
in each year submit to the Reserve Bank a return of the 
amount of its time and demand liabilities and its assets m 
British India and the assets ehallnotbe less than 7o per 
cent of Its total liabilities the assets to consist of such 
promissory notes, bills of exchange or securities as the 
Reserve Bank is empowered to purchase, discount or 
advance against, and export bills drawn in India and 
expressed jn currencies approved by the Reserve Bank 
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(6) A banking company shall not hold shares in any 
company exceeding 40 per cent of the issued shares capital 
of the company 

(7) Provisions of the Indian Companies Amendment 
Act 1936 (o) regarding restriction on managements by a 
managing agent (b) prohibition of a charge upon the unpaid 
capital, (cj reserve fund, (d) cash reserve, and (e) restriction 
onithe-nature of subsidiary companies shall be included in 
the draft bill 

(8) If a default is made in complying with any of the 
above provisions, every director and officer of the com. 
pany, who is knowingly a party to the default, shall be 
hable to a fine of not more than Rs 500 for every day of 
the default 

(9) If any banking company fails to comply with the 
provisions (4) and (5) stated above, the Reserve Bank shall 
make a demand to the company to comply with them 
within one month, and if the company fails to do so, the 
Reserve Bank shall apply to the court for the compul'ory 
liquidation of the company 

(10) The provision of the Act of 1936 regarding the 
postponement by a court of proceeding for winding up a 
bank shall be included m the draft bill. 

(11) A bank which is unable to meet any lawful 
demand for payment within one working day where there 
IS an office or agency of the Reserve Bank, or two working 
days elsewhere, shall not have the opinion of postponing its 
winding up, pending consideration of a compromise, unless 
it has taken advantage of provision 10 

fl2) No order for winding op a bank shall be stayed 
or its liquidation proceedings delayed, unless the court is 
satisfied that an arrangement has been reached whereby its 
depositors can be paid in full as their claims accrue 

fl3) Where a winding up order has been made for a 
bank, the official liquidator shall submit to the court within 
two months giving the information required to enable the 
court to order the payment of a preliminary dividend 
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(14) The court may dispense with any meetings of the 
creditors or contributories, or the creation of a Oocnmittee 
of Inspection if it considers that the expense and delay 
would not be justified 

(15) No bank may be Tolontanly wound up unless the 
Registrar reports to the court that it is able to pay ail its 
dues to the depositors as they accrue and a voluntary wind* 
mg up shall be converted into an order for winding up by 
a court, if at any time during the winding up, it is unable 
to pay such dues 

(16) On a representation from the Reserve Bank, the 
central government may suspend any of the above provi- 
sions generally or with reference to particular banks for a 
period not exceeding two months at a tune 

The bank also stated that the Government of India 
should invite public oritioisms on the above proposals, and 
that if the proposals accepted by Government tor submis- 
sion to the legislature are comparatively few in Dumber, it 
may be simpler to add them to the Companies Act rather 
than to frame a separate measure 



